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1 Q.

2

3

4

5

6

7

Are these ranges reasonable, given that the Company has a cost of debt of 7 .05%?

No, even the upper ends of the ranges are b e l o w the Company's cost of debt, but equity

investors would require a return on equity h i g h e r than that on debt as compensation for

the incremental risk they bear. This risk-return relationship is fundamental in financial

theory. As I noted in my Direct Testimony, a comparison of al lowed ROEs to average

uti l i ty bond yields for the period from January 2006 through January 2009 shows an

average premium of4.07%. I
I

8

9

10

Q-

11

Given that RUCO's CAPM-indicated return on equity is below the Company's cost

of debt, should it be considered in the final determination of a fair rate of return on

equity?

12 No, it should not.

13

14 Q-

15

16

17

18

19

20

21

22

Please comment on Mr. Rigshy's defense of his DCF analysis.

Yes. I note that Mr.  Rigsby di scusses  a t  l ength hi s  ca lcu la t ion of  the growth ra te

estimate, which is a departure from more commonly-used methods of detennining an

appropriate growth rate estimate. His calculation includes an adjustment based on his

assumption that investors will expect a company's market-to-book ratio to move toward a

ratio of 1.0. He bases this on the theory that if regulators set a utility's rate of return at a

level equal to the cost of capital of firms with similar risk, the uti l ity's market-to-book

ratio wi l l  move toward a  va lue of  1 .0 . He goes on to say that whi le f luctuations in

earnings may cause a uti l i ty's market-to-lbook ratio to vary, the average earnings over

time will result in a ratio of 1.0.23

24

25

26 A.

I I
Q- Is it indeed the case that utilities' market-to-book ratios average 1.0 over time?

27

No.  As  s een  i n Sta f f witness David Parcel l 's Exhibit 10 to his Direct Testimony, the

market-to-book ratios for two groups of comparable uti l ities have averaged well-above

A.

A.

A.

4



l

2

3

1.0. Restating the percentages shown on Mr. Parcell's schedule as ratios, the market-to-

book averages shown are 1.52, 1.29, 1.54 and 1.57 for the two groups of companies each

examined over two time periods.

Q- If the adjustment, which appears to be unjustified, were removed, would the growth

rate estimate and indicated ROE be higher or lower than those calculated by Mr.

Rigsby?

The growth rate and ROE would be higher. The ROE would be higher by 47 basis

points, 10.02% vs. die 9.55% firm Mr. Rigsby's Direct Testimony.

4

5

6

7

8

9

10

11

12

Q- Please discuss Mr. Rigsby's assessment of his final recommendation of 9.25% as an

appropriate cost of equity for UNS Electric.

13

14

15

16

17

Mr. Rigsby says it has been suggested that if regulators set a utility's rate of return

slightly higher than that of firms with similar risk, it will send a message to investors that

average long-term earnings will not fall below expectations. He also says that because

his recommendation of 9.25% ROE is above the CAPM range he derived in his

Surrebuttal Testimony (5.33% to 6.79%), his recommendation is consistent with the

theory presented.18

19

20

21

22

23

24

Q- Is that conclusion reasonable?

No, it is not. As I explained above, the CAPM-indicated ROE range is meaningless

because it is below the Company's cost of debt. Declaring a recommended rate of return

to be consistent with theory just because it is higher than an unusable range is similarly

meaningless,

25

26

27

A.

A.

A.
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1

2

I believe that my recommended cost of equity will provide UNSE
with a reasonable rate of return on the Company's invested
capital...As I noted earlier, the Hope decision determined that a
utility is entitled to earn a rate of return that is commensurate with
the returns it would make on other investments with comparable
risk. I believe that my DCF analysis has produced such a return.

3

4

5

6

Mr. Rigsby's statement on page 8 of his Direct Testimony, beginning on line 17, also

touches on his belief regarding die Company's ability to earn a reasonable ROR:

7 The FVROR that RUCO is recommending meets the criteria
established in the landmark Supreme Court cases of Bluefield
Water Works BL Improvement Co. v, Public Service Commission
of West Virginia (262 U.S. 679, 1923) and Federal Power
Commission v, Hope Natural Gas Company (320 U.S. 391, 1944).
Simply stated, these two cases affirmed that a public utility that is
efficiently and economically managed is entitled to a return on
investment that instills confidence in its financial soundness,
allows the utility to attract capital, and also allows the utility to
perform its duty to provide service to ratepayers.

8

9

10

11

12

13 Q~ What financial analysis does Mr. Rigsby offer to support his conclusion that UNS

Electric will be provided with a "reasonable rate of return"?

None whatsoever. Nowhere does Mr. Rigsby evaluate the Company's ability to actually

am its cost of capital under RUCO's rate recommendation. Instead, all he offers are

blanket assurances that the ROR recommended by RUCO will meet the requirements of

Hope andBluefield, and that the Company will be provided with a reasonable ROR.

14

15

16

17

18

19

20

21

22

Q- Will UNS Electric have an opportunity to earn its cost of capital if RUCO's revenue

requirement is adopted?

23

24

25

26

No. The rate increase recommended by RUCO is $9.0 million less than that requested by

UNS Electric. On an after-tax basis this equates to approximately $5.5 million in lost

income to the Company. After adjusting the forecasted net income and ending common

equity balances for 2011 presented in the table on page 18 of my Direct Testimony,

estimate that UNS Electric will be able to earn a ROE of only 6.0% if RUCO's revenue

I

27

A.

A.

25



1

2

requirement is adopted. This ROE is so low that it even falls below the Company's

7,05% cost of debt that Mr. Rigsby recommends as being reasonable.
I
I

I

Q- Did any other witness for RUCO comment on the Company's ability to earn its cost

of capital?

No. Although RUCO witness Ben Johnson discusses the need to consider the Colnpany's

financial condition and its relatively weak credit rating in setting rates, he did not provide

a forward-looking analysis of the Company's financial condition.

Q- Based on the financial impact of RUCO's rate recommendations, do you believe that

the adoption of RUCO's revenue requirement will result in earnings that are

sufficient to support UNS Electric's financial integrity?

3

4

5

6

7

8

9

10

11

12

13

14

15

16

No, I do not. If RUCO's revenue requirement is adopted, UNS Electric simply will not

be provided with an opportunity to either am its cost of capital or attract new capital on

reasonable [€II!T1S.

I

17 v. CHANGES TO PURCHASED POWER AND FUEL ADJUSTOR CLAUSE.

I

A. Rebuttal of Staff Witness Dr. Thomas H. Fish.

18

19

20

21

22

23

Q- Mr. Grant, did Staff witness Thomas Fish concur with the Company's proposed

change to the interest rate on balances of under- and over-recovered PPFAC costs"

I

24

No, he did not. Other than pointing out that the proposed interest rate would not be

consistent with the interest rate currently applicable to UNS Gas and Southwest Gas

Company, the only rationale he offered (at page 47 of his Direct Testimony) is that "a

higher rate could provide a disincentive to reduce bank balances and become less inclined

25

26

27

A.

A.

A.

26
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6

7
DOCKET no. W-01445A-02-0619

DECISION no. 66849
8

9

IN THE MATTER OF THE APPLICATION OF
ARIZONA WATER COMPANY, AN ARIZONA
CORPORATION, FOR ADJUSTMENTS TO ITS
RATES AND CHARGES FOR UTTLITY SERVICE
FURNISHED BY ITS EASTERN GROUP AND
FOR CERTAIN RELATED APPROVALS I oplnloN AND QRDER

.10 DATES OFHEARING:

11

March 31, 2003 and September 17, 2003(pre-hearings),
September 22, 23, 24, 25 and 26, 2003,
December 8, 2003 (oral argument)

12 PLACE OF HEARING Phoenix, Arizona .

13 ADMINISTRATIVE LAW JUDGE: Dwight D. Nodes

14 NAT T ENDANCE; Mike Gleason, Commissioner

15 APPEARANCES: Mr. Jay Shapiro and Mr. Norman JaMes, FENNEMORE
CRAIG, on behalf of Arizona Water Company,

16
Ari10na Comoratian C0tvml3sLQn

17 DOCKETED Mr. Duel Pdzefsky on behalf of the Resifiemia Uriluy
Consmner OEm;

18 MAR 1 g 2004 Ms.. Kay Bigelow, city At&>mey, on Behalf bf the City
of Casa Grande; '

19

20
Mr. Robert Skiba, in propria Persons, and

21
Mr. Timothy I. Sabo and Mr. Gary Horton, Staff
Attorneys, Legal Division, on behalf
Division of &eMzonaComondon Commission.

of _the Utilities

22
BY THE COMMISSION:

INTRODUCTION

On August 14, 2002, Arizona Water Company ("Arizona Water," "Con1pan§t' or Applicarit")
25. . ~. ` ..

'filed an application with the Arizona Corporation Commission ("Commission") for a rate increase for
26

27
the Company's Eastern Group Systems. MzonaWatm supplies watettb approximately60,000

28
customers in eight Arizonacounties  ̀under 18...separate 'water systems..The rate application. filed in

4..

s/Wénodcs/awe/aiwni:r0206I 9o&o 1
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DOCKET no. w-01445A-02-0619

1 companies used iN RUCO's analyses, thus reducing the risk associated with. investing in Arizona

2

3

Water (Ia. at 32-39).

recognize Arizona Water's` lower -risk,

RUCO .argues that the Company's cost of capital recommendation fails to

RUCO requests that  i ts proposed cost  of  capi tal

4

5

6

7

8

9

10

recommendation be adopted for purposes of setting rates in this proceediNg.

We agree that Staffs analysis represents a fair and reasonable estimate of Arizona Water's

cost of equity for purposes of thisproceeding. As described above, Staff calculated an estimated

equity cost of 9.2 percent by taking an average of two DCF models (constant growth and multi-stage)

and the CAPM model. Although Arizona Water's witnesses are critical of Staffs analysis, we

-believe the Company's recommendation has several flaws.

First, Arizona Water's infinite growth DCF model averaged the near-teriri growth forecast for

ll the entire water utility industry rather thanan average of near-term growth forecasts. As Mr. Raker

12 | pointedout, including the entire industry creates a Mismatch between the expected dividend'growth`

13_ rate and the expected dividend yield, thereby producing a less accurate cost of equity estimation (Ex.

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

S-38., at 38). -We also agree with Staff's witness that the Company's exclusive 'reliance on analyst

forecasts erroneously assures that investors rely only on near~term earnings and sustainable growth

without considering past earnings. Reliance solely on analyst projections tends to result 'ii inflated

growN projections without considering DPS 'and PaSt EPS growth, information that even Dr. Zepp

has aclaiowledged should be conSiderediN.deterrnining estimated growth (Id. 'at 4445). We believe

that Staffs multiple component DCF analysis properly recognizes that investors expect both Hong

constant short-term growth as well as long-term constant growth ..

With respect to. the competing "risk premium" analyses, we believe Staffs -CAPM model

properly takes into account risk"for purposes of estimating 'equity costs. : Mr. Reiker stated that

Arizona- Water's reliance on forecasted Baa bond rates is less reliable because such bond forecasts

have historically been inaccurate.-' Thus, aCCording to Staff, the accuracy of the Comnpa.ny's.risk

premium analysis is suspect. We agree with Staff that assessing the risk premitirh based on corporate

bond yields is inappropriate because .the default risk for corporate bonds -can change significantly

over time (Ex. S-38, at 46-49). We believe Staffs CAPM analysis which includes a risk variable, iS

a reasonable means of estimating Arizona `Water's cost of equity in this case 'aNd is preferable to the

s/h/'dnodcs/awc/azwater020619o&o 22 DECISION NO.. 66849
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DECISION NO.

9

IN THE MATTER OF THE APPLICATION OF
CHAPARRAL CITY WATER COMPANY, AN
ARIZONA CORPORATION. FOR A
DETERMINATION OF THE CURRENT FAIR ,
VALUE OF ITS UTILITY PLANT AND , .
PROPERTY AND FOR INCREASES IN ITS
RATES AND CHARGES FOR UTILITY SERVICE
BASED THEREON. OPINIONAND ORDER

10

DATE OF PRE-HEARING CONFERENCE: May 26, 2005
11

May81, .Tune 1, June 6 and June 8§ 2005 .

Phoenix, Arizona

/
I Teena Wolfe

12 DATE OF HEARJNG: .

13 PLACE OF HEARING:

14 ADM1N1STRAT1VB LAW JUDGE:

15 IN ATTENDANCE: .Kirsten K. Mayes, Commissioner

16 APPEARANCES: . .Norman D. James and Jay L. Shapiro,
. FENNEMORE CRAIG, on behalf .of

_ 1 1 Chaparral City Water Company,
17

18
Daniel Pdzefsky, on behalf of the .
Residential Utility Consumer Office, and

19

20

. . David Ronald, Staff. Attorney, Legal
f 'Division, on behalf of . the Utilities

I ..Division of the Arizona Corporation'
. CoMmission.

21

BY THE COMMISSION: al

22

.23 1 . INTRODUCTION

24 A. Procedural History

25 On August 24,2004, Chaparral City Water CoMpany ("Chaparral City" or "Company") filed

26
with the Arizona Corporation Commission ("CommiSsion"j an application for a determination of the

27
current fair value of its utility plant and property aNd for increases in its rates and charges for utility

28

W

.
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I
While the ~Compai1y.does (not disagre¢-'regardingthé basic formula RUCO used to detivéiits .

2 sustainable grown rate .to derive its estimate of dividend growth, the Company argues that RUCO'.s

3 Witness Rigsby'S reliance...on. his pcrsona.l"a11aIysi*s. of Value Line forecasts depresses his dividend

4 growth estimate and reduces the equity cost produéedby Mr. Rigsby's DCF model (Zepp Rb. at 31- .

5
33, Tr. at 296-99). Dr(-Zepp claims that RUCO's dividend growth estimate is flawed in that its

6
external "sv" oath rate includes an uNderstated estimate of thestock financing rate "s" com areagr g P

e

7

8
to forecasted stock iinancingrates (Zepp Rb. at 32, Rebuttal Table 15). Dr. Zepp is also critical of

9
RUCO's estimates of the in its external growdz rate; and asserts dlat that there is no evidencecc it

v

10 supporting Mr. Rigsby's opinion, based on Dr. Marin's text. on regulatory finance (see Hearing

11 Exhibit A-16), that the market prices of a utility stock will move toward book value. Using equity

12 cost estimates based on Mr. .Rigsby's . data, but using diffafent inputs, Dr. Zé pp produced a

13
restatement of RUCO's constant growth DCF model in two different ways. Dr. Zepp used RUCO's

H

K
14

dividend yields, adjusted RUCO's historical average retention growth rate ("Br") growth rate and
15

16
stock financing ("vs") growth rate estimates to reach an equity cost of. 10.7percent (ZeppRb. at 31-

17 33 and Rebuttal Tables 15 and 16). Dr, Zepp performed another restatement of RUCO's DCF

18 analysis using forecasts of growth instead of sustainable growth and reached aN equity cost estimate

19 of 10.6 percent (Zapf IQ. at 22 and Rejoinder Table 9).

20 2. Staff

21
Staffs witness Ramirez prepared estimates of the cost of equity using market-based models:

22
a constant-growth DCF Model, a mUlti-stage, or non-constant growth DCF model, and a CAPM

23

analysis. To calculate dividend yield in its constant-growth DCF calculation, Staff divided the
24

25 expected annual dividend as forecasted by Value Line by the spotlstock price on April 20, 2005.

26 Staff states that it used a spot stock price,rather than a historical average of stock prices, in order to
I

2 27 be consistent with the efficieNt markets hypothesis of finance theory, which holds that the current

28
I

68176
21 DECISION NO.
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I

1
capital for the energy and gas..indust'ry companies it reg1ilates.'isla;}3p§° opriatély applied to monopqlyf

water utilities. We disagree with the use Qr é. risk premium émalysié for co.st .of equity éStimatiorl for

3 the reasons.staff` stat¢s,..as set to;th above. We ind, after exaMining-the evidence pnésenteii, that .

4.. s.¢aff'..DcF methodology provides .a more .reasonable cost.of-.equity estimate than the Company's;

5 Staffs analysisis based on sound economic pri.ncipI.és .a;1d-prédilces acostofequity eStirhatb that

represents a fair a.nd.reasonable' estimate of Chaparral Clty's cost of equity for purposes of this
a

7
proceeding, and will produce a return commensurate with returns on investment in other enterprises8 .

9 with risk corresponding to that of the COmpany.. As described above, Staff arrived at a 9.3 percent

10 cost of equity estimate through application of both the constant growth and multi-stage DCF models

11 and the CAPM.

12 c. Cost of Capital Summary

13

.

.

14

P61°C€i1t3.2€
4 1 . 2 %

5 8 . 8 %

Cost
5.1%
9.3%

Wei, *?.hted Cos t

2 . 1 %

5 . 5 %
15

16

Lbllg-Telnl Debt
Conunon Equity
Weighted Average
Cost of Capital ' 7 . 6 %

1'1
am. RATE OF RETURN

18

19
Chaparral City advocates that its prciposed cost of capital beadoptéd as a rate of return to be

20
applied to'its FVRB to determine required operating income (Bourassa Rb. at 2). Staff recommends

21 that the weighted average cost of capital be used to determine afair value rate of return in accordance

22 with the Commission'S traditional rate of return methodology. As stated earlier, RUCO recommends

23 that its recomMended OCRB. be adopted as do Company's FVRB without regard to the Company's

24 RCND, and recommends that its proposed weighted average cost of capital be applied to the resulting

25
FVRB.

26

27
The Company claims that both Staff and RUCO "ignored FVRB" when day multiplied their

28 recommended rates of return by their recommended OCRBs to determine Chaparral City's operating

68176

2

I
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19

20
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. o f  the

21
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Commission.

23

24

I
I 25

26

27

28
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I

1 I 10.08 percent for his water company sample and a range from 8.99 percent to 10.55 percent for his

2 gas company sample (id at 31-32, Sched. WAR-7). Using his CAPM results as a check on the

3 results of his DCF analysis, Mr. Rigsby based his recommendation on the 9.50 percent result of his

4 IDCF analysis for water companies (id). Just as he did in Arizona-American's most recent rate

5 proceeding," Mr. Rigsby added 50 basis points to his cost of equity estimate to account for the

6 Increased financial risk faced by Arizona-American as a result of the Company's debt-heavy capital

7 1 structure (id at 32-34). RUCO believes that the 10 percent cost of common equity estimated by Mr

8 IRigsby is very reasonable when the Company's capital structure of 36.7 percent equity and 63.3

9 percent debt is compared with the capital structures of other publicly traded water providers used i n

10 ~l Mr. Rigsby's analysis, which averaged 49.9 percent equity and 50.1 percent debt (id at 48).

l l 3. Staff

12 Staff's cost of capital witness Dennis Rogers states that he chose the DCF model and the

13 ICAPM model to estimate the Company's cost of equity because the models are widely recognized

14 land accepted as appropriate financial models to estimate' cost of equity and this Commission has

15 lconsistently relied on their results (Direct Testimony of Dennis Rogers, Hearing Exh. S-3 at 13). To

16 lcalcLtlate his DCF estimate of Arizona~American's cost of equity, Staff 's witness used both a

17 lcons.tant-growth DCF model and a multi-stage or non~cons'tant growth DCF model using six publicly

18 [traded water utilities (id at 13-14, Sched. DRR-3). StarT's resulting constant growth DCF estimate

19 l as 9.7 percent (id at 24, Sched. DRR-2) and its multi-stage DCF estimate was 9.4 percent (jct at 26,

20 Inched. DRR-8). Mr. Rogers calculated Staffs overall DCF estimate .by averaging his constant

21 \ growth DCF estimate with his multi-stage DCF estimate, and reached an overall DCF estimate of 9.6

22 percent (id at 26, Sched. DRR-2). Mr. Rogers then used the same sample companies to compute the

23 ICAPM to estimate the Company's cost of equity, reaching an overall CAPM estimate of 10.0 percent

24 l(id at 27-31). Mr. Rogers obtained the risk~free rate of interest used in his CAPM calculations by

25 leveraging three intermediate-term U.S. Treasury securities' spot rates as published in the November

26 12, 2005 edition of the Wall Street Journal (id at 29). Mr. Rogers states that while the Company's

27

28 " Decision No. 67093 (June 30, 2004).

25 I DECISION NO. 68858
I
I
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1

2

federal mandates are forcing the .Company rd heavily invest in new arsenic remediation facilities, and

that its customers are demanding massive new infrastructure investments pg satisfy view fire. flow

|
I

I

3 l requirements. In this very proceeding, hoWever,, We are granting the District's request to implement

4 I anACRM mechanism which eNables the Company to Seek approval for expedited recovery of capital

5 Icon and a signif icant portion of O&M costs associated with arsenic f rernediation. We are also

6 approv ing both a High Blocksmchmge and a Publ ic Safety surcharge to pay for f i re f low

7 investments. These mechanisms mitigate the risks associated with those Capital investment

8 l requirernents, and eliminate the need for the higher rates of return the Company advocates

The Company has provided inadequate justification for acceptaNce of its "equitable leverage

10 lcornpensation" methodology, which would constitute a break with 1ong» ~standing precedent; As Staff

11 [points out, the methodology proposed by the Company has been rejected or not adopted by every

12 Estate commission before which it has been presented with the exception of one; by the FERC; and by

13 regulatory bodies outside the United States (S.ta.tlt` Br. at 15); RUCO. and Staff appropriately

14 addressed the Company fs higher debt ratio by the generally mcepted regulatow means of accounting

15 Igor f inancial  risk, adding basis pointsto Me results of  their CAPM and DCFanalyses.. The

16 {Company's methodology would result in an upward adjustment Of 360 basis points as compared with

17 Staff 's proposed upward adjustment of 60 basis Points and RUCO's proposed 50 basis point

18 adjustment. We find such an upward adjustment to be outside the zone of reasonableness and must

19 lrejec'tit

20 Finally, while t.he Company complains that the most 1-ecent"a.uthorized returns on equity

21- lauthorized by this Commission for other Arizona-American operating districts are at the lower end Of

22 the range that has' been authorized' for i ts subsidiaries throughout the United States, Staf f

23 demonstrated at the hearing that the rnedianrate of return on equity for the subsidiaries is currently at

24 | 10.09 percent, and Staff's reconiihended 10.4 percent return On equity would put the District in the

25 Supper range of authorized returns On equity for-Arizona-American's other subsidiarieS natiOnwide

26 Q (Hearing EXit. S-12 at 2). We End that Stai'Ps recommended cost of equity capital in this proceeding

27 achieves an appropriate' result that is supported bY the. evideNce, and that adoption of Staffs

28 I necommendation results in a just and reasonable.retum for the DistriCt based on the record in this

28 DECISION NO . 68858
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OPINION AND ORDER
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Phoenix, Arizona

DATE OF HEARING:

! PLACE OF HEARING:

ADMINISTRATWE LAW JUDGE: Dwight D. Nodes

Jay Shapiro, FENNEMORE CRAIG, P.C., on
behalf of Black Mountain Sewer Corporation,

Daniel Pozefsky, on behalf of the Residential
Utility Consumer Office,

David W. Garbarino, MOHR, HACKETTT,
PEDERSON,. BLAKLEY & RANDOLPH, p.c.,
on behalf of Intervenor Town of Careful~ee;

Robert Williams, on behalf of Intervenor
Boulders Homeowners Association, and

__

IN THE MATTER OF THE APPLICATION OF
7 BLACK MOUNTAIN SEWER CORPORATION,

I AN ARIZONA CORPORATION, FOR A
a DETERMINATION OF THE FAIR VALUE OF ITS
2 UTILITY PLANT AND PROPERTY AND FOR

9 ; INCREASES IN ITS RATES AND CHARGES FOR
10 UTILITY SERVICE BASED THEREON.

13
14 APPEARANCES:

15 :
I

16

to 4

18

19 !

20 I
l

21 i

22 5

Keith Layton, Staff Attorney, Legal Division, on
behalf of the Utilities Division of the Arizona
Corporation Commission.

BY THE COMMISSION:
23

24 a
On September 16, 2005, Black Mountain Sewer Corporation ("BMSC" or "Company") tiled

l

Tan application with the Arizona Corporation C-onunission ("Commission") for arate increase BMSC
25 _

26 =
27

28

'currently provides wastewater service to approximately 1,957 customers in and aromTCme&é e,

Arizona, 1,836 of which are residential customers and 121 are commercial (Ex. A-4, at 3).

BMSC's current rates and charges were authorized in Decision No. 5994-4 (December 26,

L
I

I

I

I

|

u
4

r

i S:\DNodes\Sewer\BM S\4J&o.do¢ I
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1 equity. BMSC argues that RUCO's witness ignored the actual and forecasted stock financing rates

2 reported in his own schedules

RUCO's Position

RUCO witness Rigsby based his ROE recommendation on the results of his DCF and CAPM

5 analyses, which ranged from 8.89 percent to 10.69 percent for his sample group of publicly traded

6 water and gas companies. His 9.49 percent ROE recommendation is the result of the DCF analysis

7 which utilized a sample of publicly traded water companies (RUCO Ex. 14, at 8)

RUCO contends that Mr. Rigsby's DCF model relied on objective estimates of external

9 growth using Value Line analyst projections as a guide (RUCO Ex. 15, at 24). RUCO argues that Mr

10 Rigsby's growth estimates properly recognize that the market price of a utility's common stock will

11 tend to move towards book value if regulators allow a rate of return that is equal to the cost of capital

12 (Id. at 19-20). According to RUCO, the Commission recently adopted the same methodology in

13 determining the cost of common equity for Southwest Gas Company in Decision No. 68487

14 (Febmary 23, 2006)

15 RUCO asserts that the Company's criticism of the CAPM employed by RUCO and Staff is

16 unfounded. RUCO claims that the Company's risk premium analysis is simply a variation of the

17 CAPM. but the RPM fails to account for the additional market-based information that is included in

18 the CAPM. RUCO contends that the estimated return produced by either the CAPM or the RPM is

19 one of a number of factors that investors take into consideration when evaluating a company's stock

20 RUCO also agues that, despite Value Line projections of lower ROES for water utilities, the

i i Company made no comparable downward adjustment to its original 11.0 percent recommendation

22 RUCO claims that its cost of capital recommendation is reasonable and should be adopted by the

23 Commission

24 Staffs Position

in formulating its ROE recommendation in this case, Staff employed a constant growth DCF

26 model, a Multi-stage DCF model, and a two-part CAPM analysis. The two CAPM estimates were

27 based on an historical market risk premium and a current market risk premium. Stafils DCF model

28 produced a ROE of 9.6 percent; the average of its two CAPM results was 9.5 percent, and the

23 DECISION NO. 69164
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1

4

I

I

I

i

l objective data that is publicly available through Value Line and other investor publications. We agree

2 ,with Staff that the Company's proposal to exclude Middlesex Water, because its cost of equity was

3 8 perceived by the Company to be too low for inclusion in its DCF analysis, is an artificial means of

. skewing the end result in the Company's favor

We are not persuaded by the Company's legal arguments that adoption of Staffs cost of

6 equity recommendation would result in a violation of the Commission's authority under the Arizona

7 Constitution, the case law interpreting that authority, or of the Hope, Blue held, and Duquesne

8 'decisions". Article 15, Section 3 of the Arizona Constitution provides in relevant pan that the

9 'Commission "shall have full power to, and shall, prescribe just and reasonable classifications to be

10 lased and just and reasonable rates and charges to be made and collected, by public service

11 corporations within the State for service rendered therein." In determining just and reasonable rates

12 the Commission has broad discretion subject to the obligation to ascertain the fair value of the

13 futility's property, and establishing rates that "meet the overall operating costs of the utility and

14 produce reasonable rate of return." Scares, et al. v. Arizona Corp. Comm'n,118 Ariz. 531,534,578

15 'P.2d 612 (Ct. App. 1978). Under the Arizona Constitution, a utility company is entitled to a fair rate

1 6  o f return on the fair value of its properties, "no more and no less." Litchfield Park Service Co. v

17 {Arizona Corp. Comm 'n, 178 Ariz. 431, 434, 874 P.2d 988 (Ct. App. 1994), citing Arizona Corp

18 'Comm'n v, Cinders Utilities Co., 120 Ariz. 184 (Ct. App. 1978). The oft cited Hope and Blue field

19 leases provide that the return determined by the Commission must be equal to an investment with

20 similar risks made at generally the same time, and should be sufficient under efficient management to

21 tenable the Company to maintain its credit standing and raise funds needed for the proper discharge of

22 its duties

23 For the reasons described above, we believe that adoption of State's recommendation for a

24 ,9.60 cost of equity capital, which is also its overall cost of capital with a 100 percent equity capital

25 .structure, complies with these obligations. Staff's expert witness, although primarily relying on the

26 Ewell-established DCF method for calculating his cost of equity capital, also employed two other tests

27 i lx Federal Power Commission et al. v. Hope Natural Gas Co., 320 U.S. 591 (1944), Eluqield Water-works &
Improvement Co. v. Public Service Commission of West Virginia, Hz at., 262 U.S. 679 (1923); Duquesne Light Co. v

Barasch, 488 U.S. 299 (1989)

26 DECISION NO 69164
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Mike Gleason, Commissioner
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Ban'y Wong, Commissioner
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5

6

7

8

9

10

11

12 DATE OF HEARING:

13 PLACE OF HEARING:

14 ADMINISTRATIVE LAW JUDGE:

15 IN ATTENDANCE:

16

17 APPBARANCES:

18

19

20

21

22

23 On January 13, 2006, Arizona-American Water Company ("Arizona-American" or

24 "Company") filed with the Arizona Corporation Commission ("Commission") an application for a

25 determination of the current fair value of its utility plant and property and for increases in its rates

26 and charges for utility service based thereon for the Mohave Water and Wastewater Districts.

27 On February 13, 2006, the Commission's Utilities Division ("s¢aff") tiled a letter of

28 insufficiency, and attached a list of deficiencies that Staff indicated needed to be remedied.

BY THE COMMISSION: \
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1 higher leveraged capital structure

2 Staffs Position

3 In formulating its ROE recommendation in this case, Staff employed a constant growth DCF

4 model, a multi-stage DCF model, and a two-part CAPM analysis. The two CAPM estimates were

5 Abased on an historical market risk premium and a current market risk premium. Staff's DCF model

6' produced an average ROE of 9.0 percent; the average of i ts two CAPM results was 10.3 percent; and

7 the average of the DCF and CAPM results was 9.7 percent. Staff added a 100 basis point "I-lamada"

8 Ilinanciad risk adjustment to account for Arizona-American's highly leveraged capital structure (Ex

9 | S-3, at 2) For purposes of its analysis, Staff selected six publicly traded water companies that derive

10 most of their earnings from regulated operations and which are analyzed by Value Line publications

11 l(Ex. s-2, at 30)1.

12 Staff argues that, although the Company's ROE analysis also relies on DCF and CAPM

13 models, Dr. Villadsen gave greater weight to her empirical capital asset pricing model ("ECAPM")

14 land ATWACC methodology to account for f inancial risk. According to Staff , adoption of the

15 Company's proposed methodology would represent a departure &om long standing precedent in

16 determining return on equity. Staff witness Chaves stated that the Commission previously rejected

17 the ATWACC methodology (in DecisionNo. 68858)on the basis that it would produce an inflated

18 estimate of risk and would result in overcompensation for investors (Ex.S-2, at35-36). Staff points

19 out that the Company's methodology has been rejected by every Mate regulatory commission, except

20 one, where it has been proposed. In the one state where i t was accepted (Missouri), the state

.21 regulatory commission granted only a p al risk adjustment based on the methodology (Tr. 176-

22 177).. Mr. Chaves criticized what he believes are signif icant f laws in the Company's proposed

23 methodology, especially the BCAPM's use of a market value capital structure rather than a book

24 value capital structure (Ex. S-3, at 6). Mr. Chavez also testified that investors understand that state

25 regulatory commissions use book value capital structure for purposes of setting authorized returns on

26 equity (Tr. 172).

27

28
1 The six proxy companies chosen by Staff are American States Water, California Water, Aqua America, Connecticut
Water, Middlesex Water, and SIW Corp. (Id., Sched. PMC-6).

18 DECISION NO. 69440
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CommonEquity

Tote]Debt

Cost

10.70%

5 .72%

Avg.Weighted Cost

3.43%

428%

7.71%

1 Bless."Litehfeld Park Service Co. v. Arizona Corp. Comm 'n, 178 Ariz. 431, 434, 874 P.2d 988 (Ct.

2 RApp. 1994), citing Arizona Corp. Comm'n v. Citzens Utilities Co., 120 Ariz. 184 (Ct. App. 1978)

3 The oh citedHope and Blue field casesprovide that the returndetermined by the Commission must be

4 equal to an investment with simile risks made at generally the same time, and should be sufficient

5 {under efficient management to enable the Company to maintain its credit standing and raise funds

6 needed for the proper discharge of its duties

7 For the reasons described above, we believe that adoption of Staffs recommendation for a

8 110.7 cost of equity capital, as set forth in its surrebuttal testimony', is reasonable and should be

9 adopted in this proceeding. Staffs expert witness relied on the well-established DCF and CAPM

10 models for calculating his cost of equity capital recommendation. We believe that adoption of Staff s

ll i recommendation results in a just and reasonable return for Arizona-American based on the record of

12 this proceeding.

13 We therefore adopt a cost of equity of 10.7 percent which, combined with a 5.72 percent cost

14 lot debt and a capital structure consisting of 40 percent equity and 60 percent debt, results in an

15 | overallweightedcost of capital of 7.71 percent.

16 Percentage

17 40.0%

.18 60.0%

19

20

21

AUTHORIZED INCREASE

Based on our findings herein, we determine that Arizona~American Mohave Water is entitled

22 Ito a gross revenue increase of $405,175 encl Arizona-American Mohave Wastewater is entitled to a

23 | gross revenue increase of $111,157.

Mohave Water24

25

26

Fair Value Rate Base
Adjusted Operating Income

$9,042,619
448,585

27 13 Although Staffs post-hearing schedules produced a 10.4 percent ROE, because we did not adopt Staffs
l recommendation,at this time, regarding the Company's Tolleson plant obligation, we incl that the 10.7 percent ROE set
forth in Staffs surrebuttal testimony accuratelyreflectsStaffs post of equity analysis.28

20 DECISION NO. 69440
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HEARINGS May 16, 2007

16 PLACE OF PUBLIC COMMENT
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IN ATTENDANCE

Sun City, Arizona

Teena Wolfe

20

21 APPEARANCES

22

Mike Gleason. Chairman
William A. Mundell. Commissioner
Jeff Hatch-Miller. Commissioner
Kristin K. Mayes, Commissioner
Gary Pierce, Commissioner

Mr. Craig A. Marks, CRAIG MARKS, PLC, and Mr
Paul Li. on behalf of Arizona-American Water
Company

Mr. Daniel Pozefsky, on behalf of the Residential Utility
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24
Ms. Tracy Spoon ,
Association

for  t he S u n C i t y  T a x p a yer s

26 Mr. Philip Jansen, pro per
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1

2

3

4

discrepancy in perceived risk between the Company and RUCO's proxy, RUCO made a 50 basis

point upward adjustment to its recommended cost of equity. (Id. at 56.) RUCO made this upward

adjustment in addition proposing a hypothetical capital structure, which contains more equity than the

Company's actual capital structure. (Id.)

RUCO recommends that the Commission adopt its recommended cost of equity of 10.03

6 percent and weighted average cost of capital of 7.23 percent, as follows

Percentage Cost Weighted

Long-term Debt
Common Equity m,

537%
10.03%

3.22%
4.01 %

10 WeiE.hted Average
Cost of Capital 7.23%

Staff

In its cost of equity analysis, Staff used the same group of water companies as the Company's

witness, with the exclusion of Southwest Water Company and York Water Company. (Direct

Testimony of Staff witness Pedro M. Chases, Exh. S-12 at 14.) Staff chose those six publicly traded

water companies because they delve most of their earnings from regulated operations, and they are

currently analyzed by both the Standard and theSmall and Mid-Cap Editions of Value Line. (Id.) In

reaching its cost of equity estimate, Staff used two versions of the DCF model; a constant growth

DCF model," and a multi-stage, or non-constant growth DCF model. (Id. at 15-16.) Staff also used

the CAPM. with a historical MRP and a currentMRP. (Id. at 28-32.)

To calculate the dividend yield component of the DCF formula, Staff used a spot stock price

instead of a historical average of stock prices, because Staff believes a historical average is stale and

representative of underlying conditions that may have changed, and it illogically discounts the most

The constant-growth DCF formulaStaff used 'm its analysis is

where: K the cost of equity
the expected annual dividend (ValueLine Summary & Index 4-27-07)
the current stock price (the spot stock price tier the close of die market May 11, 2007, as
reported by MSN Manly.)
the expected infinite annual growth rate of dividends

27
70209
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1 DPS inputs in its estimation of growth rates. She believes that historical data are incorporated in

2 analysts' forecasts, and that to implement a truly fowvard looldng DCF model, only fonvard-looking

3 growth rates should be included. (Exp. A-16 at 29.) However, she also states that no publicly

4 available analysts' forecasts provide information beyond at most five years, and consequently,

S assumptions have to be made regarding the growth rate of companies beyond that horizon. (Id. at

6 23.) Dr. Villadsen chose, for her multi-stage DCP model, a perpetual growth rate based on forecasted

7 GDP. (Exp. A-15 at 38.) Dr. Villadsen believes the use of forecasted GDP mitigates analysts'

8 growth forecasts, which she admits have been optimistic on average in the past. (Exh. A-15 at 40-41 .)

9 Staff chose, for its constant-growth DCF model, a methodology that gives equal weight to historical

10 and projected DPS, EPS, and sustainable growth. (Exh. S-12 at 17.) After considering the parties'

11 DCF methodologies, we find Staff's method of choosing DCF growth rate inputs to be more balanced

12 than the Company's, and more likely than the Company's to dispel the effects of the optimism known

13 to be present in analysts' forecasts.

14 The Company argues that its ATWCC methodology provides a superior means to account for

15 the Company's financial risk than the risk achustment methodology employed by Staff and RUCO.

16 We disagree, and find that it would overcompensate the Company for financial risk. Staff

17 appropriately addressed the Company's financial risk by the generally accepted regulatory means of

18 adding basis points to the results of its cost of equity analysis.

19 For the reasons discussed herein, we find that adoption of Staffs recommendation for a 10.6

20 percent cost of equity capital is reasonable and should be adopted in this proceeding. Staffs

21 recommendation is based on well-established and widely accepted methodologies for the estimation

22 of cost of equity capital. Based on the record of this proceeding, adoption of Staffs cost of equity

23 capital recommendation results in a just and reasonable return for Arizona-American.

24 ¢  ..

25 | . \

26 . | ,

27 o | |

28

30
70209
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1

2

relies. In addition, one of the methods he uses, the Comparable Earnings method, does

not provide relevant information for reasons discussed below.

3

4 Q-

5

Please comment on Mr. Purcell's use of the discounted cash flow ("DCF") method of

estimating the cost of equity for UNS Electric.

6

7

8

9

Mr. Purcell has chosen to use the constant growth form of the DCF model for which

dividend yield and expected rate of dividend growth are the inputs. Mr. Parceil presents

several weak sets of data as indicators of dividend growth in his DCF calculation,

resulting in too low an estimate of the Company's cost of equity.

10

11 Q- Why do you consider some of the sets of data "weak""

12

13

14

15

16

17

18

19

20

To calculate the growth rate, Mr. Purcell used an average of five growth rates, including

two based solely on historical data. One historical data set shows historical retention

growth and another shows historical growth in earnings, dividends and book value, Both

sets of figures are taken from the Value Line Investment Survey ("Value Line"). Mr.

Purcell also includes Value Line's forward-looking estimates of the same measures.

Since Value Line's analysts would have taken historical data into account in preparing

the forward-looking estimates, the inclusion of historical data again as a separate data

source is redundant and produces a downward-biased estimate of growth for the groups

of companies he examined.

21

22

23

Q.

24

Had Mr. Parcel! not included the historical data in his estimates of average growth

rates, would his calculated range of DCF rates have been closer to the rate

calculated by the Company?

25

26

27

Yes, by excluding the historical data, Mr. Parcell's range of DCF outcomes would have

been closer to that of the Company. The range would have been 9.9% to 10.7% instead

of the 9.4% to 10.1% shown in his Direct Testimony.

A.

A.

2



1 Q-

2

Is there anything else about the various growth rates included in Mr. Purcell's

calculation of average growth that concerns you"

3

4

5

6

7

8

9

10

11

Yes, in the case of the retention growth figures used, the median and mean values for die

proxy groups are very low - ranging from 2.8% down to only 1.8%. Since Mr. Parnell

has chosen to use a single-stage DCF model, he's asserting that these rates are valid

indicators of growth for an infinite number of periods into the future. Furthermore, the

retention growth figures are stated in nominal terms. If expected inflation were

subtracted from these amounts to get indicated real growth, the rates would be lower still,

even negative in some cases. When one considers that real gross domestic product

("GDP") growth has been 3.3% per year for the period from 1929 to 2008, the growth

figures presented by Mr. Parcell are unreasonable.

12

13 Q-

14

Had Mr. Purcell not included the retention growth data 'rt his estimates of average

growth rates, would his calculated range of DCF rates have been closer to the rate

calculated by the Company?15

16 A.

17

18

Yes, by excluding the earnings retention data, Mr. Purcell's range of DCF outcomes

would have been closer to that of the Company. The range would have been 10.3% to

11.1% instead of the 9.4% to 10.1% shown in his Direct Testimony.

19

20 Q. Please respond to Mr. Purcell's comments on your application of the DCF model.

21

22

23

24

25

26

27

Mr. Parcels is concerned that I did not use historical growth along with forward-looking

estimates of growth in arriving at a short-term growth rate for my multi-stage DCF

model. As stated above, it is safe to say that analysts providing forward-looking growth

estimates will have already considered historical growth in determining the outlook for a

company. To average forward-looking growth estimates with historical growth

overemphasizes the impact of historical growth. Furthermore, Dr. Roger Morin, in his

textbook,New Regulatory Finance, explains, "Past growth rates in earnings or dividends

A.

A.

3
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1 Q-

2

Is there anything else about the various growth rates included in Mr. Parcels's

calculation of average growth that concerns you?

3

4

5

6

7

8

9

10

11

Yes, in the case of the retention growth figures used, the median and mean values for the

proxy groups are very low - ranging from 2.8% down to only 1.8%. Since Mr. Purcell

has chosen to use a single-stage DCF model, he's asserting that these rates are valid

indicators of growth for an infinite number of periods into the future. Furthermore, the

retention growth figures are stated in nominal terms. If expected inflation were

subtracted from these amounts to get indicated real growth, the rates would be lower still,

even negative in some cases. When one considers that real gross domestic product

("GDP") growth has been 3.3% per year for the period from 1929 to 2008, the growth

figures presented by Mr. Parcell are unreasonable.

12

13 Q-

14

15

Had Mr. Parcell not included the retention growth data in his estimates of average

growth rates, would his calculated range of DCF rates have been closer to the rate

calculated by the Company"

16 Yes, by excluding the earnings retention data, Mr. Parcell's range of DCF outcomes

would have been closer to that of the Company. The range would have been 10.3% to

11.1% instead of the 9.4% to 10.1% shown in his Direct Testimony.

17

18

19

20

21

Q- Please respond to Mr. Purcell's comments on your application of the DCF model.

22

23

24

25

26

27

Mr. Parcell is concerned that I did not use historical growth along with forward-looking

estimates of growth in arriving at a short-term growth rate for my multi-stage DCF

model. As stated above, it is safe to say that analysts providing forward-looking growth

estimates will have already considered historical growdi in determining the outlook for a

company. To average forward-looking growth estimates with historical growth

overemphasizes the impact of historical growth. Furthermore, Dr. Roger Morin, in his

textbook, New Regulatory Finance, explains, "Past growth rates in earnings or dividends

A.

A.

A.

3
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1 Q.

2

Please summarize any concerns you have regarding Mr. Purcell's use of the

Comparable Earnings ("CE") method of estimating cost of equity.

3

4

5

The comparable earnings method suffers from a shortcoming that makes it inappropriate

for determining forward-looking cost of equity expectations. Also, Mr. Parcels

apparently has no qualms about restricting UNS Electric's return on equity in order to

produce a market to book value ratio much lower than that of its peers .6

7

8 Q-

9

Why are CE-based returns inappropriate for determining forward-looking cost of

equityexpectations?

10

11

One of the problematic aspects of the CE approach is that it attempts to identify

investors' opportunity cost, which Mr. Purcell explains is "the prospective return

12 available to investors from alternative investments of similar risk", but it tries to do so

13

14

15

16

17

18

using historical accounting returns. Accounting returns do not reflect the always-

changing, market-based returns sought by investors based on alterative investments

opportunities. Likewise, comparing the market value of stock to an accounting-based

book value is of limited value in a cost of capital analysis. Mr. Purcell includes

prospective as well as historical returns in his calculations, but the problem associated

with using accounting-based returns on equity ("ROE") persists.

19

20

21

22

23

24

25

In his recommendation, Mr. Purcell states, "An earned return of 9.5 percent to 10.5

percent should thus result in market-to-book ratios of over 100 percent."Apparent1y Mr.

Parcell believes that a market-to-book ratio that is more than a. few percentage points over

100% is excessive. He also states clearly that anything over 150% is "indicative of

earnings that exceed the utility's reasonable cost of capita.l", yet 3 of the 4 average

market-to-book ratios he cites (using his two proxy groups and two time periods) are

26 above150%.

27

A.

A.

6
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1 Q-

2

Please summarize any concerns you have regarding Mr. Parnell's use of the

Comparable Earnings ("CE") method of estimating cost of equity.

3

4

5

6

The comparable earnings method suffers from a shortcoming that makes it inappropriate

for determining forward-looking cost of equity expectations. Also, Mr. Parnell

apparently has no qualms about restricting UNS Electric's return on equity in order to

produce a market to book value ratio much lower than that of its peers .

7

8 Q-

9

Why are CE-based returns inappropriate for determining forward-looking cost of

equity expectations?

10

11

One of the problematic aspects of the CE approach is that it attempts to identify

investors' opportunity cost, which Mr. Purcell explains is "the prospective return

12 available to investors from alternative investments of similar risk", but it tries to do so

13

14

15

16

17

18

using historical accounting returns. Accounting returns do not reflect the always-

changing, market-based returns sought by investors based on alternative investments

opportunities. Likewise, comparing the market value of stock to an accounting-based

book value is of limited value in a cost of capital analysis. Mr. Parcels includes

prospective as well as historical returns in his calculations, but the problem associated

with using accounting-based returns on equity ("ROE") persists.

19

20

21

22

23

24

25

In his recommendation, Mr. Purcell states, "An earned return of 9.5 percent to 10.5

percent should thus result in market-to-book ratios of over 100 percent."Apparently Mr.

Purcell believes that a market-to~book ratio that is more than a few percentage points over

100% is excessive. He also states clearly that anything over 150% is "indicative of

earnings that exceed the utility's reasonable cost of capital", yet 3 of the 4 average

market-to-book ratios he cites (using his two proxy groups and two time periods) are

26 above 150%.

27

A.

A.

6
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1

2

belief that his cost of capital recommendation "provides the company with a sufficient

level of earnings to maintain its financial integrity," it appears on the surface that Mr.

Parcels believes that UNS Electric should be provided with an opportunity to actually

earn its cost of capital.

3

4

5

6

7

8

9

10

Q- Did Mr. Purcell offer any analysis regarding the Company's ability to earn its cost

of capital?

11

No. Despite the fact Lhat Staff is recommending a rate increase that is 44% lower than

what UNS Electric has requested, and despite evidence presented in my Direct Testimony

Lhat the Company requires all of the rate relief requested in order to cam its cost of

capital, Mr. Purcell does not provide any analysis or evidence to support his assumption

that the Company will be able to do so.

Q- Has the Company been able to earn its cost of capital since its last rate increase was

implemented in June 2008?

12

13

14

15

16

17

18

19

A. No. The Company realized an earned ROE of only 4.6% in calendar year 2008, versus

an ROE of 10.0% authorized in UNS Electric' last rate case. For the twelve months

ended September 30, 2009, which reflects a full year .under the rates approved in 2008,

the Company's earned ROE was 6.9%.

20

21

22

23

24

25

Q, Will UNS Electric have an opportunity to earn its cost of capital if Staff's revenue

requirement is adopted?

No. The Company estimates that it will be able to ham a ROE of only 7.9% if Staffs

revenue requirement is adopted. UNS Electric will certainly have no reasonable

opportunity to earn even the 10% ROE recommended by Staff.

26

27

A.

A.

22
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1 Q

789

And if you could turn to Page 32 of the excerpt.

2 A l Yes

3 Q And down at Line 25 of Page 32, you recommend a

4

5

return on equity of ll percent, correct?

Yes, for the reasons stated on the top ofA.

6 Page 33.

8

Okay. And you explained that your 11 percent

recommendation was at the top of your 9 to 11 percent

9 range I

10 A.

right?

Right n To reflect a policy determination made by

11

12 Q

13

14 A. That's correct

15

the Commission Staff, yes.

And that policy determination was a desire to aid

APS in its efforts to attract capital investment, correct?

Although I see the word

"capital" is misspelled on Line 1, but we can fix that

16 o n e

17 Q.

18

I won't hold you responsible for that one.

And does Staff desire to aid UNS Electric in its

19 efforts to attract capital investment?

20 A.

21 Q-

Say it again, please.

Does Staff desire to aid UNS Electric in its

22

23 A. But Idon't think

24

efforts to attract capital investment?

I would certainly think so.

that Staff believes and I know I don't believe that UNS

25 Electric is in the same situation today that APS was at

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center

(602) 274-9944
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Direct Testimony of David C. Pazrcell
Docket No. E-01345A-08-0172
Page 32

)
z|
8

1

2

3

4

setting, a fair rate of return is based on the utility's assets (i.e., rate base) and the book

value of the utility's capital structure. As stated earlier, maintenance of a financially

stable utility's market-to-book ratio at 100%, or a bit higher, is fully adequate to maintain

the utility's financial stability. On the other hand, a market price of a utility's common

stock that is 150 percent or more above the stock's book value is indicative of earnings

that exceed the utility's reasonable cost of capital. Thus, actual or projected earnings do

not directly translate into a utility's reasonable cost of equity. Rather, they must be

viewed in relation to the market-to-book ratios of the Utility's common stock.

l

4

5

6

7

8

9

10

l l

12

13

14

15

16

My 9.5 percent to 10.5 percent CE recommendation is not designed to result in market-to-

book ratios as low as 1.0 for APS. Rather, it is based on current market conditions and the

proposition that ratepayers should not be required to pay rates based on earnings levels

that result in excessive market-to-book ratios.

XI.

Q,

RETURNON EQUITY RECOMMENDATION

Please summarize the results of your three Cost of Equity analyses.

A.

1
I

17

18
19
20
21
22

My three methodologies produce the following:

Discounted Cash Flow
Capital Asset PricingModel
CompaIableEarnings

9.5-11.0%
8.8-9.1%

9.5-10.5%

Q-23

24

25

26

27

28

A.

What is your Cost of Equity recommendation for APS?

recommend a cost of equity of 9.0 percent to 11.0 percent for APS. This reflects each of

my three cost of equity model results. Within this range, I recommend an 11.0 percent

level, or slightly above the rems on equity approved for ANS in the Company's last rate

proceeding. Even though a lower cost of equity (e.g., the n€1id~point Qfmy 9.0 percent to

11.0 percent range) could be justified, my 11.0 percent recommendation reflects Sta.ff's
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1

2

3
4

5

6
'7

8
9

10
11
12

13

14
15
16
1'7

18

"What annual rate will constitute just compensation depends upon many
circumstances and must be determined by the exercise of fair and
enlightened judgment, having regard to all relevant facts. A public
utility is entitled to such rates as will permit it to earn a return on the
value of the property which it employs for the convenience of the public
equal to that generally being made at the same time and in the same
general part of  the country on investments in other business
undertakings which are attended by corresponding risks and
uncertainties, but it has no constitutional right to profits such as are
realized or anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
confidence in the financial soundness of the utility, and should be
adequate, under efficient and economical management, to maintain and
support its credit and enable it to raise the money necessary for the
proper discharge of its public duties. A rate of return may be reasonable at
one time, and become too high or too low by changes affecting
opportunities for investment, the money market, and business conditions
generally". [Emphasis added.]

19

20

21

22

23

24

25

26

It is my understanding that the Bluefield decision established the following standards for

a fair rate of return: comparable earnings, financial integrity, and capital attraction. It

also noted the changing level of required returns over time as well as an Lmderlying

assumption that the utility be operated in an efficient manner

The second decision iS Federal Power Comm'n v. Hone Natural Gas Co., 320 U.S. 591

(1942). In that decision, the Court stated:

27

28
29
30
31
32
33
34
35
36

"The rate-making process under the [Natural Gas] Act, i.e., the fixing of
'just and reasonable' rates, involves a balancing of the investor and
consumer interests .... From the investor or company point of view it is
important that there be enough revenue not only for operating expenses
but also for the capital costs of the business. These include service on the
debt and dividends on the stock. By that standard the return to the equity
owner should be commensurate with returns on investments in other
enterprises having corresponding risks. That return, moreover, should
be suiticient to assure confidence in the financial integrity of the



Direct Testimony of David C. Parcel]
Docket No. E-04204A-09-0-06
Page 7

1

2

enterprise, so as to maintain its credit and to attract capital."
[Emphasis added.]

3

4

5

6

The Hope case is also frequently credited with establishing the "end result" doctrine,

which maintains that the methods utilized to develop a fair return are not important as

long as the end result is reasonable.

7

8

9

10

11

12

13

14

The three economic and financial parameters in the Bluefield and Hope decisions -

comparable earnings, financial integrity, and capital attraction - reflect the economic

criteria encompassed in the "opportunity cost" principle of economics. The opportunity

cost principle provides that a utility and its investors should be afforded an opportunity

(not a guarantee) to am a return commensurate with returns they could expect to achieve

on investments of similar risk. The opportunity cost principle is consistent with the

fundamental premise, on which regulation rests, namely, that it is intended to act as a

surrogate for competition.15

16

17

18

19

20

21

I understand that because Arizona is a "Fair Value" state, Hope and Bluefield do not set

forth the legal requirements applicable to determining fair rate of return in Arizona. In

Simms v. Round Valley Light & Power Companv. 294 P.2d 378 (1956) the Arizona

Supreme Court took exception to application of the following principle in Arizona since

the Constitution mandates consideration of fair value:

22

23
24
25
26
27
28

"In the Hope case the court, in testing the reasonableness of rates fixed by
the Federal Power Commission under the Natural Gas Act, 15 U.S.C.A.
Section 717 et seq., after holding that congress had provided no formula
by which just and reasonable rates were to be determined, ruled that it was
the final result reached and not the method used in reaching the result that
was controlling and that it was unimportant to 'determine the various
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ARIZONA CORPORATION COMMISSION STAFF'S RESPONSES TO
UNS ELECTRIC INC.'S THIRD SET OF DATA REQUESTS

DOCKET NO. E-04204A-09-0206
NOVEMBER 30, 2009

UNS'E 3.40 Please provide any and all analysis Staff (including any witnesses or
consultants) conducted to determine whether UNS Electric will be able to
achieve its return on common equity recommended in this case. This
includes:

8. Analysis to determine how Staffs recommendations affect the
Company's earnings comparable to other similarly-situated
entities.

c.

d,

Analysis to determine how Stay's recommendations affect the
Company's financial integrity.

Analysis to determine how Staffs recommendations affect the
Company's ability to attract capital.

Analysis to determine how Staffs recommendations affect the
Company's ability to operate in an efficient manner.

Analysis to determine how StafFs recommendations affect the
financial soundness of UNS Electric.

g.

Quantitative analysis to determine how Staffs recommendations
affect UNS Electric's ability to finance interest expense.

Quantitative analysis of Staffs recommendations as it affects the
Company's Cash Flows from Operating Activities.

Quantitative analysis of Staffs recommendations as it affects UNS
Electric's overall creditworthiness.

RESPONSE: a.

b.

c.

d.

e.

Mr. Parcels's testimony does not address whether UNS Electric
will or will not earn the return he is recommending.

Mr. Parcels's testimony addresses this on page 41 and Schedule
13. .

Please see response to b. above.

Mr. Purcell has not addressed the efficiency of UNS Electric in
his testimony. _
See response to UNSE 3.40b. above.

f.

g.

h.

See response to UNSE 3.40b. above.

Mr. Parcel] has not addressed the cash flow of UNS Electric.

See response to UNSE 3.40b. above.

RESPONDENT: David C. Parcel!

WITNESS: David C. Parcel!

h.

f.

e.

b.
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1

2

substantially less than its cost of capital, further delay beyond this proposed date would

result in significant financial harm to UNS Electric.

3

4

5

Q. Did the Company consider filing its rate request sooner"

Yes. However, in light of the relatively recent date of our last rate order, and the recent

experience of UNS Gas which had a rate application rejected by the Commission Staff

based on timing concerns, we decided to delay our rate filing in order to ensure a finding of

sufficiency by Staff.

6

7

8

9

10 v. ABILITY OF UNS ELECTRIC TO EARN ITS COST OF CAPITAL.

11

12

13

14

15

16

17

18

Q, Has the Company been able to earn its cost of capital in recent years?

No, it has not. Despite receiving a base rate increase just prior to the Compa.ny's peak

sales months in 2008, UNS Electric realized a return on average common equity (equal to

net income divided by average common equity) of only 4.6% for the test-year ending

December 31, 2008. In 2007, the Company realized a return on equity ("ROE") of only

6.6%. When compared with the authorized ROE of 10.0% specified in Decision No.

70360, and the 11.4% cost of equity determined by UNS Electric witness Martha Pritz in

this proceeding, it is readily apparent that UNS Electric has been under-earning its cost of

capital by a wide margin and will continue to do so until appropriate rate relief is granted.

Q- Will the rate increase requested by UNS Electric provide the Company with an

opportunity to actually earn its cost of capital?

19

20

21

22

23

24

25

Yes, I believe it will.

26

27

A.

A.

A.

17
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1 Q-

2

Have you prepared any financial projections that show the impact of the Company's

rate request on UNS Electric' earnings?

3

4

5

6

Yes. The fol lowing table summarizes the Company's base case forecast of net income

and earned ROE through 2011 assuming that UNS Electric is granted its full rate request

and is allowed to implement new rates in June 2010:

7
($ Thousands) 2008 2009 2010 201 l

8

9

10

l l

12

13

Gross Margin *

Operating Expenses *

Operating Income

Other Income - Net

Interest Expense

Pre-Tax Income

Income Tax Exp,

Net Income

$50,086
(38,038)
$12,048

726
(6,602)
$6.172
(2,409)
$3,764

$52,984

(40,993)

$11,991

337

(6,716)

$5,612

(2,220)

$3,392

$64,771

(43,746)

$21 ,025

254

(6,858)

$14,421

(5,713)

$8,708

$71,909

(45,865)

$26,044

286

(7,080)

$19,250

(7,625)

$ L1 ,625

Ending Common Equity

Return on Avg. Equity

$83,755

4.6%

$87,148

4.0%

$95,856

9.5%

$107,479

1 l .4%

14

15

16

17

18

19

20

21

*Note: Gross Margin represents Operating Revenues less Fuel, Purchased Power and Purchased
Transmission Expense. Renewable energy and demand-side management revenues and
expenses have been removed from gross margin and operating expenses in this table
since they do not contribute to net income.

22

As reflected in this table, UNS Electric is projected to realize a ROE of 9.5% in 2010 and

11.4% in 2011. Since 2011 wil l  l ikely be the first ful l  year under new base rates, i t is

important that the Company have an opportunity to earn a ROE that is close to the 11.4%

cost of equity identified by UNS Electric witness Martha Pritz.23

24

25

26

Q- Does this forecast represent the best estimate of earnings available at this point in

time?

27 Yes, it does. Although this forecast relies on numerous key assumptions regarding future

A.

A.

18
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1

2

belief that his cost of capital recommendation "provides the company with a sufficient

level of earnings to maintain its financial integrity," it appears on the surface that Mr,

Purcell believes that UNS Electric should be provided with an opportunity to actually

earn its cost of capital.

3

4

5

6 Q. Did Mr. Purcell offer any analysis regarding the Company's ability to earn its cost

of capital?7

8

9

10

11

No. Despite the fact that Staff is recommending a rate increase that is 44% lower than

what UNS Electric has requested, and despite evidence presented in my Direct Testimony

that the Company requires all of the rate relief requested in order to am its cost of

capital, Mr. Purcell does not provide any analysis or evidence to support his assumption

that the Company will be able to do so.

Q- Has the Company been able to earn its cost of capital since its last rate increase was

implemented in June 2008?

12

13

14

15

16

17

18

19

20

A. No. The Company realized an earned ROE of only 4.6% in calendar year 2008, versus

an ROE of 10.0% authorized in UNS Electric' last rate case. For the twelve months

ended September 30, 2009, which reflects a full year under the rates approved in 2008,

the Company's earned ROE was 6.9%.

21 Q- Will UNS Electric have an opportunity to earn its cost of capital if Staff's revenue

requirement is adopted?22

23

24

25

26

27

No. The Company estimates that it will be able to earn a ROE of only 7.9% if Staff' s

revenue requirement is adopted. UNS Electric will certainly have no reasonable

opportunity to am even the 10% ROE recommended by Staff.

A.

A.

22



1 Q.

2

How did you arrive at an estimate of UNS Electric' earned ROE under Staff's

revenue requirement?

3

4

5

6

7

8

9

This calculation is very straightforward. Since Staff" s recommended rate increase is $6.0

million lower than the Company's requested increase, this represents the approximate

difference in pre-tax earnings available to UNS Electric in 2011, the first full year under

new rates. Applying a 39% composite income tax rate to this value produces an after-tax

earnings difference of $3.7 million. Subtracting this amount from the Company's

forecasted 2011 earnings of $11.6 million and ending common equity balance of $107.5

million (see table on page 18 of my Direct Testimony) results in forecasted 2011 earnings

o f  $ 7 , 9  mi l l i o n  a n d  a  r e t u r n  o n  a v e r a g e  eq u i t y  o f  7 . 9 %  u n d er  S t a f f ' s  r a t e10

11 recommendation.

12

13 Q-

14

When estimating the earned ROE resulting from Staff's revenue requirement,

should the expenses and capital base of the Company also be adjusted in the

15

16

17

18

19

20

21

22

23

24

25

26

27

forecast?

No. In making their reductions to UNS Electric's revenue requirement, Staff assumes

that certain expenses and investments are somehow not needed for the provision of retail

electric service. However,  these expenses and investments do not disappear simply

because Staff assumes they are not needed. The other adjustments Staff made to UNS

Electric's revenue requirement relating to the cost of equity capital and the ROR on

FVRB also have no bearing on what the Company will be required to spend on operating

costs and capital projects in the years to come. In the context of the "end result" test

referenced by Mr. Purcell, the adjustments made by Staff to test year expenses and rate

base have no relevance except for their impact on future operating revenues. It is the

practical effect of Staff's recommendation on UNS Electric that should be considered, as

opposed to a backward-looking analysis based solely on historical data and assumed

spending reductions.

A.

A.

23



1 Q-

A.

Does Mr. Purcell's pre-tax coverage ratio analysis constitute an "end results" test?

2

3

4

5

6

7

8

No. For example, if a utility regulator is too aggressive with expense and rate base

adjustments, a utility could be forced into bankruptcy - yet Mr. Purcell's approach would

lead one to conclude that the bankrupt utility is financially healthy on an adjusted basis.

Indeed, if Mr. Parcel! were to apply the same approach he does in his testimony in this

case, it appears he would testify that the bankrupt utility was able to attract debt and

equity capital at reasonable rates and that it would be able to earn returns consistent with

companies of similar risk. A test that shows a bankrupt utility is financially sound is no

test at all.9

10

11 Q-

12

13

Based on the financial impact of Staff's rate recommendations, do you believe that

the adoption of Staff's revenue requirement will result in earnings that are sufficient

to support UNS Electric' financial integrity?

14

15

16

No, I do not. If Staffs revenue requirement is adopted, it is obvious that UNS Electric

will not be provided with a reasonable opportunity to either cam its cost of capital or

attract new capital on reasonable terms.

17

18 B. Rebuttal of RUCO Witness Mr. William A. Rigsbv.

19

20 Q-

21

What does Mr. Rigsby have to say about UNS Electric's ability to actually earn its

cost of capital"

22

23

24

25

26

Like Mr. Purcell, Mr. Rigsby's Direct Testimony does not say much in this regard,

despite making several references to the importance of providing a utility with an

opportunity to actually earn its cost of capital. The closest Mr. Rigsby comes to opining

on the prospective earnings of UNS Electric is a statement he makes on page 47 of his

Direct Testimony, lines 24-3 l :

27

A.

A.

24



1

2

3

I believe that my recommended cost of equity will provide UNSE
with a reasonable rate of return on the Company's invested
capita1...As I noted earlier, the Hope decision determined that a
utility is entitled to earn a rate of return that is commensurate with
the returns it would make on other investments with comparable
risk. I believe that my DCF analysis has produced such a return.

4

5

6

Mr. Rigsby's statement on page 8 of his Direct Testimony, beginning on line 17, also

touches on his belief regarding the Company's ability to earn a reasonable ROR:

7

8

9

10

11

The FVROR that RUCO is recommending meets the criteria
established in the landmark Supreme Court cases of Bluefield
Water Works & Improvement Co. v. Public Service Commission
of West Virginia (262 U.S. 679, 1923) and Federal Power
Commission v, Hope Natural Gas Company (320 U.S. 391, 1944).
Simply stated, these two cases affirmed that a public utility that is
efficiently and economically managed is entitled to a return on
investment that instills confidence in its financial soundness,
allows the utility to attract capital, and also allows the utility to
perform its duty to provide service to ratepayers.

12

13 Q-

14

What financial analysis does Mr. Rigsby offer to support his conclusion that UNS

Electric will be provided with a "reasonable rate of return""

15 .A.

16

17

18

None whatsoever. Nowhere does Mr. Rigsby evaluate the Company's ability to actually

ham its cost of capital under RUCO's rate recommendation. Instead, all he offers are

blanket assurances that the ROR recommended by RUCO will meet the requirements of

Hope andBluefield, and that the Company will be provided with a reasonable ROR.

19

20 Q.

21

Will UNS Electric have an opportunity to earn its cost of capital if RUCO's revenue

requirement is adopted?

22

23

24

25

26

No. The rate increase recommended by RUCO is $9.0 million less than that requested by

UNS Electric. On an after-tax basis this equates to approximately $5.5 million in lost

income to the Company. After adjusting the forecasted net income and ending common

equity balances for 2011 presented in the table on page 18 of my Direct Testimony, I

estimate that UNS Electric will be able to earn a ROE of only 6.0% if RUCO's revenue

27

A.

25



1

2

3

4

requirement is adopted. This ROE is so low that it even falls below the Colnpany's

7.05% cost of debt that Mr. Rigsby recommends as being reasonable.

Q- Did any other witness for RUCO comment on the Company's ability to earn its cost

of capital"5

6

7

No. Although RUCO witness Ben Johnson discusses the need to consider the Company's

financial condition and its relatively weak credit rating in setting rates, he did not provide

a forward-looking analysis of the Company's financial condition.8

9

10

11

Q.

12

Based on the financial impact of RUCO's rate recommendations, do you believe that

the adoption of RUCO's revenue requirement will result in earnings that are

sufficient to support UNS Electric's financial integrity?

13

14

No, I do not. If RUCO's revenue requirement is adopted, UNS Electric simply will not

be provided with an opportunity to either earn its cost of capital or attract new capital on

reasonable terms.

v. CHANGES TO PURCHASED POWER AND FUEL ADJUSTQR CLAUSE.
.
I

A. Rebuttal of Staff Witness Dr. Thomas H. Fish.

15

16

17

18

19

20

21

22

Q- Mr. Grant, did Staff witness Thomas Fish concur with the Company's proposed

change to the interest rate on balances of under- and over-recovered PPFAC costs"

23

24

25

26

No, he did not. Other than pointing out that the proposed interest rate would not be

consistent with the interest rate currently applicable to UNS Gas and Southwest Gas

Company, the only rationale he offered (at page 47 of his Direct Testimony) is that "a

higher rate could provide a disincentive to reduce bank balances and become less inclined

27

A.

A.

A.

26
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1 Q- How did you arrive at an estimate of UNS Electric' earned ROE under Staff's

2 revenue requirement"

3

4

5

6

7

8

9

10

This calculation is very straightforward. Since Staff's recommended rate increase is $6.0

million lower than the Company's requested increase, this represents the approximate

difference in pre-tax earnings available to UNS Electric in 2011, the first full year under

new rates. Applying a 39% composite income tax rate to this value produces an after-tax

earnings difference of $3 .7 million. Subtracting this amount from the Company's

forecasted 2011 earnings of $11.6 million and ending common equity balance of $107.5

million (see table on page 18 of my Direct Testimony) results in forecasted 2011 earnings

of $7.9 million and a return on average equity of 7.9% under Staffs rate

11 recommendation |

12

13 Q-

14

When estimating the earned ROE resulting from Staff's revenue requirement,

should the expenses and capital base of the Company also be adjusted in the

forecast?15

16

17

18

19

20

21

22

23

24

25

26

27

No. In making their reductions to UNS Electric's revenue requirement, Staff assumes

that certain expenses and investments are somehow not needed for the provision of retail

electric service. However, these expenses and investments do not disappear simply

because Staff assumes they are not needed. The other adjustments Staff made to UNS

Electric's revenue requirement relating to the cost of equity capital and the ROR on

FVRB also have no bearing on what the Company will be required to spend on operating

costs and capital projects in the years to come. In the context of the "end result" test

referenced by Mr. Parceli, the adjustments made by Staff to test year expenses and rate

base have no relevance except for their impact on future operating revenues. It is the

practical effect of Staff's recommendation on UNS Electric that should be considered, as

opposed to a backward-looldng analysis based solely on historical data and assumed

spending reductions .

A.

A.

23
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1 Q- What is your response to Mr. Rigsby's first criticism?

2

3

4

5

6

7

8

9

10

11

12

13

14

15

While financial forecasts do not enjoy the same level of certainty as historical financial

statements, when properly prepared a financial forecast is not "mere speculation" as Mr.

Rigsby asserts. UniSource Energy Corporation employs a highly qualified staff of

financial professionals whose main responsibility is the development of financial

projections based on a rigorous analysis of trends in customer growth, sales, operating

revenues, operating expenses, capital spending needs, interest rate levels and other factors

affecting financial performance. For a company such as UNS Electric, which is engaged

in a single line of business having a relatively stable customer base, the preparation of a

financial forecast is a fairly straightforward exercise. All that is required are some decent

analytical tools, some professional judgment, and a financial forecasting model that is

capable of producing projected financial statements on a reliable and consistent basis.

The financial forecast summarized on page 18 of my Direct Testimony was prepared in

exactly this manner, and while not perfect, it serves as the best indication of how UNS

Electric will fare financially under the Company' s rate request.

16

17

18

19

Q- What do you have to say with respect to Mr. Rigsby's second criticism?

20

21

22

23

24

25

26

While the inclusion of the BMGS in rate base is expected to improve the Company's

financial performance, the ability to earn a reasonable ROR on that investment would do

nothing to address the projected under-earning on UNS Electric's non-BMGS rate base

investment under RUCO's rate recommendation. Additionally, as noted earlier, RUCO

did not adjust Dr. Johnson's recommended ROR on FVRB of 5.96% to reflect the cost of

capital needed to acquire the BMGS. A ROR of only 5.96% on the proposed BMGS

investment would likely not even cover the cost of debt needed to purchase the facility,

let alone allow for a reasonable return on any equity invested in the purchase.

Consequently, due to the method by which RUCO included the BMGS in rate base and

27

A.

A.

10
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Surrebuttal Testimony of William A. Rigsby
UNS Electric, inc.
Docket No. E-04204A-09-0206

1 Please comment on Mr. Grant's position that UNSE will not be able to

2 earn an appropriate return on common equity if the Commission adopts

3 RUCO's recommendation.
1:

4

5

6

7

8

9

10

11

Mr. Grant claims that the Company's net income and common equity

projections for 2011 indicate that UNS will not be able to achieve its

authorized rate of return if RUCO's cost of capital recommendation is

adopted by the ACC. However, these are projections made by UNS that

are mere speculation. in fact, both Mr. Grant and Ms. Pritz totally ignore

RUCO's recommendation to allow UNSE to acquire the Black Mountain

Generating Station which would certainly help UNSE's future financial

position. RUCO believes that the rates it is recommending in this case will

12

13

14

provide the Company with the opportunity to recover its operating

expenses and provide a return on its invested capital. From that

standpoint I believe that the capital attraction standards set forth in the

15

16

17

Hope and Biuefield decisions have been satisfied. Ultimately it is up to the

Company to manage its expenses and make prudent investments in order

to achieve its authorized rate of return. This also means coming in for rate

18 relief on a timely basis.

19

20

21

22

23

Q.

A.

6

I
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1

2

3

4

5

6

7

Also, while UNS Electric's Purchased Power and Fuel Adjustment Clause ("PPFAC")

gives some predictability to regulated cash flows, the operating cash generated by the

Company in 2008 fell far short of capital spending. Due to recurring weakness in

earnings and cash flow, the Company has been unable to pay a dividend since its

inception in August 2003. In contrast, the vast majority of investor-owned electric

utilities pay dividends, with Edison Electric Institute Index companies paying out an

average of 66.6% of earnings for the 12-month period ending September 30, 2008.18

9

10 Q. Is UNS Electric's debt rated by rating agencies"

11

12

13

14

15

16

Yes, as shown in Exhibit MBP-1, UNS Electric's revolving credit facility (a joint credit

facility shared with UNS Gas) and senior unsecured debt are each rated by Moody's

Investor Services ("Moody's"). These debt obligations are rated Baan, The Baan rating

is an investment-grade rating, although the lowest one possible. The credit facility

rating was assigned in July 2008 and the rating on the senior notes was assigned in

August 2008.

17

18 Q. What outlook has Moody's assigned to the ratings?

19 Moody's has assigned a Stable outlook.

20

21 Q-

22

Has Moody's described the factors that could cause them to downgrade the

ratings?

23

24

25

26

Moody's issued a Credit Opinion on July 9, 2008, following the rating of the credit

facility and in advance of the rating of UNS Electric's August 2008 note issuance. The

Credit Opinion states that if deferred regulatory balances at UNS Electric or UNS Gas

become higher than expected, or if the time to recovery of costs is significantly

27

A.

A.

A.

1 Edison Electric Institute,Dividends, QS 2008 Financial Update: 2.

3
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Surrebuttal Testimony of William A. Rigsby
UNS Electric, Inc.
Docket no, E-04204A-09-0206

1 Please comment on Mr. Grant's position that UNSE will not be able to
I

2 earn an appropriate return on common equity if the Commission adopts
I

I

i

I
|

I3 RUCO's recommendation.

4 A. Mr. Grant claims that the Company's net income and common equity I
I

5

|

I projections for 2011 indicate that UNS will not be able to achieve its

6 authorized rate of return if RUCO's cost of capital recommendation is

7

8

9

10

adopted by the ACC. However, these are projections made by UNS that

are mere speculation. In fact, both Mr. Grant and Ms. Prinz totally ignore

RUCO's recommendation to allow UNSE to acquire the Black Mountain

Generating Station which would certainly help UNSE's future financial

11 position. RUCO believes that the rates it is recommending in this case will

12

13

14

provide the Company with the opportunity to recover its operating

expenses and provide a return on its invested capital. From that

standpoint I believe that the capital attraction standards set forth in the

15 Hope and Bluefield decisions have been satisfied. Ultimately it is up to the

16 Company to manage its expenses and make prudent investments in order

17 to achieve its authorized rate of return. This also means coming in for rate

18 relief on a timely basis.

19

20

21

22

23

Q.

6

I
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1

2

3

I believe that my recommended cost of equity will provide UNSE
with a reasonable rate of return on the Company's invested
capital...As I noted earlier, the Hope decision determined that a
utility is entitled to earn a rate of return that is commensurate with
the returns it would make on other investments with comparable
risk. believe that my DCF analysis has produced such a return.

4

5 Mr. Rigsby's statement on page 8 of his Direct Testimony, beginning on line 17, also

6 touches on his belief regarding the Company's ability to ham a reasonable ROR:

7

8

9

10

11

The FVROR that RUCO is recommending meets the criteria
established in the landmark Supreme Court cases of Bluefield
Water Works 8; Improvement Co. v. Public Service Commission
of West Virginia (262 U.S. 679, 1923) and Federal Power
Commission v. Hope Natural Gas Company (320 U.S. 391, 1944).
Simply stated, these two cases affirmed that a public utility that is
efficiently and economically managed is entitled to a return on
investment that instills confidence in its financial soundness,
allows the utility to attract capital, and also allows the utility to
perform its duty to provide service to ratepayers .

12

13 Q-

14

What financial analysis does Mr. Rigsby offer to support his conclusion that UNS

Electric will be provided with a "reasonable rate of return"?

15

16

1'7

18

None whatsoever. Nowhere does Mr. Rigsby evaluate the Company's ability to actually

cam its cost of capital under RUCO's rate recommendation. Instead, all he offers are

blanket assurances that the ROR recommended by RUCO will meet the requirements of

Hope andBluefield, and that the Company will be provided with a reasonable ROR.

19

Q-20

21

Will UNS Electric have an opportunity to earn its cost of capital if RUCO's revenue

requirement is adopted? 1

22

23

24

25

26

No. The rate increase recommended by RUCO is $9.0 million less than that requested by

UNS Electric, On an after-tax basis this equates to approximately $5.5 million in lost

income to the Company. After adjusting the forecasted net income and ending common

equity balances for 2011 presented in the table on page 18 of my Direct Testimony, I

estimate that UNS Electric will be able to ham a ROE of only 6.0% if RUCO's revenue

27

A.

A.

25



1

2

requirement is adopted. This ROE is so low that it even falls below the Company' s

7.05% cost of debt that Mr. Rigsby recommends as being reasonable.

3

4

5

6

Q» Did any other witness for RUCO comment on the Company's ability to earn its cost

of capital?

7

No. Although RUCO witness Ben Johnson discusses the need to consider the Company's

financial condition and its relatively weak credit rating in setting rates, he did not provide

a forward-looking analysis of the Company's financial condition.8

9

10

11

12

Q- Based on the financial impact of RUCO's rate recommendations, do you believe that

the adoption of RUCO's revenue requirement will result in earnings that are

sufficient to support UNS Electric's financial integrity?

13

14

No, I do not. If RUCO's revenue requirement is adopted, UNS Electric simply will not

be provided with an opportunity to either am its cost of capital or attract new capital on

reasonable terms.

v. CHANGES TO PURCHASED POWER AND FUEL ADJUSTOR CLAUSE.

A. Rebuttal of Staff Witness Dr. Thomas H. Fish.

15

16

17

18

19

20

21

22

23

24

25

26

Q. Mr. Grant, did Staff witness Thomas Fish concur with the Company's proposed

change to the interest rate on balances of under- and over-recovered PPFAC costs"

No, he did not. Other than pointing out that the proposed interest rate would not be

consistent with the interest rate currently applicable to UNS Gas and Southwest Gas

Company, the only rationale he offered (at page 47 of his Direct Testimony) is that "a

higher rate could provide a disincentive to reduce bank balances and become less inclined

27

A.

A.

A.

26
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1 Q. What is your response to Mr. Rigsby's first criticism?

2 A.

3

4

5

6

7

8

9

10

11

12

13

14

While financial forecasts do not enjoy the same level of certainty as historical financial

statements, when properly prepared a financial forecast is not "mere speculation" as Mr.

Rigsby asserts. UniSource Energy Corporation employs a highly qualified staff of

financial professionals whose main responsibility is the development of financial

projections based on a rigorous analysis of trends in customer growth, sales, operating

revenues, operating expenses, capital spending needs, interest rate levels and other factors

affecting financial performance. For a company such as UNS Electric, which is engaged

in a single line of business having a relatively stable customer base, the preparation of a

financial forecast is a fairly straightforward exercise. All that is required are some decent

analytical tools, some professional judgment, and a financial forecasting model that is

capable of producing projected financial statements on a reliable and consistent basis.

The financial forecast summarized on page 18 of my Direct Testimony was prepared in

exactly this manner, and while not perfect, it serves as the best indication of how UNS

Electric will fare financially under the Company's rate request,15

16

17 Q- What do you have to say with respect to Mr. Rigsby's second criticism?

18

19

20

21

22

23

24

25

26

While the inclusion of the BMGS in rate base is expected to improve the Company's

financial performance, the ability to cam a reasonable ROR on that investment would do

nothing to address the projected under-earning on UNS Electric's non-BMGS rate base

investment under RUCO's rate recommendation. Additionally, as noted earlier, RUCO

did not adjust Dr. Joltnson's recommended ROR on FVRB of 5.96% to reflect the cost of

capital needed to acquire the BMGS. A ROR of only 5.96% on the proposed BMGS

investment would likely not even cover the cost of debt needed to purchase the facility,

let alone allow for a reasonable return on any equity invested in the purchase.

Consequently, due to the method by which RUCO included the BMGS in rate base and

27

A.

10
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1 Q. What is your response to Mr. Rigshy's first criticism?

2

3

4

5

6

7

8

9

10

11

12

13

14
I

15

While financial forecasts do not enjoy the same level of certainty as historical financial

statements, when properly prepared a financial forecast is not "mere speculation" as Mr.

Rigsby asserts. UniSource Energy Corporation employs a highly qualified staff of

financial professionals whose main responsibility is the development of financial

projections based on a rigorous analysis of trends in customer growth, sales, operating

revenues, operating expenses, capital spending needs, interest rate levels and other factors

affecting financial performance. For a company such as UNS Electric, which is engaged

in a single line of business having a relatively stable customer base, tire preparation of a

financial forecast is a fairly straightforward exercise. All that is required are some decent

analytical tools, some professional judgment, and a financial forecasting model that is

capable of producing projected financial statements on a reliable and consistent basis.

The financial forecast summarized on page 18 of my Direct Testimony was prepared in

exactly this manner, and while not perfect, it serves as the best indication of how UNS

Electric will fare financially under the Company's rate request.

16

17 Q- What do you have to say with respect to Mr. Rigsby's second criticism?

18

19

20

21

22

23

24

25

26

While the inclusion of the BMGS in rate base is expected to improve the Company's

financial performance, the ability to earn a reasonable ROR on that investment would do

nothing to address the projected under-eaming on UNS Electric's non-BMGS rate base

investment under RUCO's rate recommendation. Additionally, as noted earlier, RUCO

did not adjust Dr. Jollnson's recommended ROR on FVRB of 5.96% to reflect the cost of

capital needed to acquire the BMGS. A ROR of only 5.96% on the proposed BMGS

investment would likely not even cover the cost of debt needed to purchase the facility,

let alone allow for a reasonable return on any equity invested in the purchase.

Consequently, due to the method by which RUCO included the BMGS in rate base and

27

A.

A.

10
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Direct Testimony of David C. Parcel]
Docket No. E-04204A-09-0-06
Page 41

XII.

Q-

TOTAL COST OF CAPITAL

WHAT IS THE TOTAL COST OF CAPITAL FOR UNS ELECTRIC?

Schedule I reflects the total cost of capital for the Company using UNS Electric's

proposed capital structure and cost of debt along with the range of common equity costs

that my analyses support. The resulting total cost of capital is a range of 8.17 percent to

8.63 percent. I recommend that an 8.40 percent total cost of capital be established for

UNS Electric.

DOES YOUR COST OF CAPITAL RECOMMENDATION PROVIDE THE

COMPANY WITH A SUFFICIENT LEVEL OF EARNINGS TO MAINTAIN ITS

FINANCIAL INTEGRITY?

Yes, it does. Schedule 14 shows the pre-tax coverage that would result if UNS Electric

earned my cost of capital recommendation. As the results indicate, my recommended

range would produce a coverage level above the benchmark range for a BBB rated utility.

In addition, the debt ratio (which reflects the Company's proposed capital stricture) is

within the benchmark for a BBB rated utility,

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

XIII. COMMENTS ON COMPANY TESTIMONY

Q. HAVE YOU REVIEWED THE TESTIMONY AND COST OF CAPITAL

RECOMMENDATION OF UNS ELECTRIC WITNESS MARTHA B. PRITZ?

Yes, I have. Ms. Prinz is recommending the following cost of capital for UNS Electric.

22

23
Cost

7.05%
11 .40%24

A.

A.

Q.

A.

Capital Item
Long-tenn Debt
Common Equity
Total

Percent
54.24%
45.76%
100.0%

Weighted Cost
3.82%
5.22%
9.04%
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3.36
3.37
3.40
3.52
3.53
3.57
3.61
3.66
3.71
3.72

4/M78." ;3



ARIZONA CORPORATION COMMISSION STAFF'S RESPONSES TO
UNS ELECTRIC INC.'S THIRD SET OF DATA REQUESTS

DOCKET no. E-04204A-09-0206
NOVEMBER 30, 2009

UNSIE 3.40 Please provide any and all analysis Staff (including any witnesses or
consultants) conducted to determine whether UNS Electric will be able to
achieve its return on common equity recommended in this case. This
includes:

Analysis to determine how Staffs recommendations affect the
Company's earnings comparable to other similarly-situated
entities.

c.

Analysis to determine how StotT's recommendations affect the
Company's financial integrity.

Analysis to determine how Staff's recommendations affect the
Company's ability to attract capital.

Analysis to determine how Staffs recommendations affect the
Company's ability to operate in an efficient manner.

Analysis to determine how Staffs recommendations affect the
financial soundness of UNS Electric.

f.

g.

h.

Quantitative analysis to determine how Staffs recommendations
affect UNS Electric's ability to finance interest expense.

Quantitative analysis of Staffs recommendations as it affects the
Compaxly's Cash Flows from Operating Activities.

Quantitative analysis of Staffs recommendations as it affects UNS
Electric's overall creditworthiness.

RESPONSE : a.

b.

c.

d.

e.

Mr. Parnell's testimony does not address whether UNS Electric
will or will not earn the return he is recommending.

Mr. Parcels's testimony addresses this on page 41 and Schedule
13. .

Please see response to b. above.

Mr. Parceil has not addressed the efficiency of UNS Electric in
his testimony.

See response to UNSE 3.40b. above.

f.

g.

h.

See response to UNSE 3.40b. above.

Mr. Parcel] has not addressed the cash flow of UNS Electric.

See response to UNSE 3.40b.above.

RESPONDENT : David C. Purcell

(Q WITNESS: David C. Purcell

e.

d.

b.

a.
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1 Q~ Please explain how the ROR value would be obtained using the approach adopted in

Decision No. 70441.2

3

4

5

6

Certainly. In that decision, the ROR on FVRB was derived by adjusting the cost of

equity downward by the expected rate of inflation. Using the WACC recommended by

UNS Electric witness Martha Pritz, and the long-term inflation rate of 2.1% also

identified by Ms. Pritz in her cost of equity analysis, the following result would be

obtained for UNS Electric :7

Long~Term Debt
Common Equity
Total

% of Capital
Structure

54.24%
45.76%

100.00%

Modified
___Cost *

7.05%
9.30%

Weighted
Average Cost

3.82%
4.26%
8.08%

8

9

10

11

12 * Note: Modified cost of equity = 11.40% - 2.10% = 9.30%.

13

Q- Please explain how the ROR value would be obtained using the approach

recommended by the Commission Staff in the current Chaparral rate proceeding.

14

15

16

17

18

19

20

21

22

Staff's methodology, which is explained in the Direct Testimony of Gordon L. Fox, dated

October 3, 2008, in Docket No. W~02ll3A-07-0551, employs a different inflation rate

adjustment. Lnstead of adjusting only the cost of equity by the full rate of inflation, the

modified approach adopted by Mr. Fox adjusts both the cost of debt and cost of equity by

one-half of the expected rate of inflation. Using the same 9.0 WACC and 2.1% expected

rate of inflation referenced above, the following result would be obtained for UNS Electric:

23

24

25

26

Long-Term Debt
Common Equity
Total

% of Capital
Structure

54.24%
45.76%

100.00%

Modified
Cost *

6.00%
10.35%

Weighted
Average Cost

3 .25%
4.74%
7.99%

* Note: Modified cost of debt = 7.05% - 1.05% = 6.00%.
Modified cost of equity = 11.40% - 1.05% = 10.35%.

27

A.

A.

14
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1 Q- Please explain how the ROR value would be obtained using the approach adopted in

Decision No. 70441.Z

3

4

5

6

7

8

9

Certainly. In that decision, the ROR on FVRB was derived by adjusting the cost of

equity downward by the expected rate of inflation. Using the WACC recommended by

UNS Electric witness Martha Pritz, and the long-term inflation rate of 2.1% also

identified by Ms. Prinz in her cost of equity analysis, the following result would be

obtained for UNS Electric:

Long-Tenn Debt
Common Equity
Total

% of Capital
Structure

54.24%
45.76%

100.00%

Modified
Cost =4=

7.05%
9.30%

Weighted
Average Mt

3.82%
4.26%
8.08%

* Note: Modified cost of equity = 11.40% - 2.10% = 9.30%.

10

11

12

13

14

15

16

Q- Please explain how the ROR value would be obtained using the approach

recommended by the Commission Staff in the current Chaparral rate proceeding.

17

18

Staffs methodology, which is explained in the Direct Testimony of Gordon L. Fox, dated

October 3, 2008, in Docket No. W-02113A-07-0551, employs a different inflation rate

adjustment. Instead of adjusting only the cost of equity by the full rate of inflation, the

modified approach adopted by Mr. Fox adjusts both the cost of debt and cost of equity by

one-half of the expected rate of inflation. Using the same 9.0 WACC and 2.1% expected

rate of inflation referenced above, the following result would be obtained for UNS Electric:

% of Capital
__ _ Structure

Modified
Cost *

6.00%
10.35%

Long-Term Debt
Common Equity
Total

54.24%
45.76%

100.00%

Weighted
Average Cost

3 .25%
4.74%
7.99%

19

20

21

22

23

24

25

26

27

* Note: Modified cost of debt = 7.05% - 1.05% = 6.00%.
Modified cost of equity = 11.40% - 1.05% = 10.3S%.

A.

A.

14
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1 Q.

2

In light of the circumstances you have just described, do you believe the public

interest would be served by approving the proposed purchase and rate base

treatment of the BMGS?3

4

5

6

Yes, I do. Approval of this proposal and the subsequent transfer of ownership would be of

significant benefit to both the Company and its customers for many years to come.

111. RATE OF RETURN ON FAIR VALUE RATE BASE.

Q. What Rate of Return do you recommend be applied to the Company's FVRB?

7

8

9

10 A. I recommend that a rate of return ("ROR") of 6.88% be applied to the Company's

requested FVRB of approximately $265 million. If the Company's request to purchase

and include the BMGS in rate base is approved, the required ROR on this increment of

FVRB should be equal to the Company's 9.04% weighted average cost of capital

("WACC") recommended by UNS Electric witness Martha B. Prinz. On a composite

basis, this would result in an overall ROR of 7.29% ona FVRB of $328 million.

12

13

14

15

16

17

18

19

20

Q- How did you arrive at the value of 6.88% without the BMGS in rate base?

This ROR, when applied to due Company's FVRB of $265 million, produces an overall

rate increase that would provide UNS Electric with a reasonable opportunity to earn its

cost of capital, to support its creditworthiness and to attract capital on reasonable terns.

21

Q- How does this ROR compare with the value that would be obtained from the

methodology adopted by the Commission in Decision No. 70441 involving Chaparral

City Water Company ("Chaparral") and the revised methodology subsequently

recommended by the Commission Staff?

22

23

24

25

26

27

The ROR of 6.88% requested by UNS Electric compares favorably in both instances.

A.

A.

A.

13
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2.1 percent reduction O

2

3

4

623

And then to the extent arguments

are made or facts are present to back away from that 2.1

and reduce it by something less, I think that is

I think that's better than arbitrarily

5

6

7

appropriate.

slashing it in half to 1.05 and then, as the company did,

saying, oops, we're getting too much money, let's not

we don't really need that much and we can subtract a

8 little bit more than the 1.05.

9 I give

10

11

12 I  t h i n k

13

14

Because that's how I read the company.

the company credit for recognizing that the 1.05 factor,

as applied to them, gives them a higher f air return

relative to original cost return than they need.

it just highlights the fact that there is some discretion

it varies from case to case.h e r e  . I believe it's better

15 to start with the 2.10 as the benchmark or the full

16 inflation rate, and then adjust from there as and when

17 appropriate.

18 MR. PATTEN: All right. Your Honor, if I could

19

20

21

have a moment, I may be done.

(A brief pause in proceedings.)

X think that's it, Your Honor.MR. PATTENZ

22 Thank you.

23

Thank you, Dr. Johnson.

THE WITNESS: Thank you .

24

25
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2

3

4

5

Alternatively, had Mr. Parnell used the same calculation methodology adopted by the

Commission in Decision No. 70441, where the ROR on FVRB was derived by

adjusting the cost of equity downward by the expected rate of inflation, he would have

obtained a 7.48% ROR on FVRB using his 10.0% cost of equity capital and the 2.0%

inflation rate referenced on page 56 of his Direct Testimony:

6

7

Modified
Cost *

7.05%
8.00%

8

Weighted
Average Cost

3.82%
3.66%
7.48%

9

% of Capital
Structure

Long-Term Debt 54.24%
Common Equity 45.76%
Total l 00.00%
* Note:Modified cost of equity = 10.0% - 2.0% 80%.

10

11

12

When applied to Staff s FVRB of $257.8 million, and adjusted by Staff's gross revenue

conversion factor, this difference in the ROR on FVRB has the following impact on UNS

Electric's overall revenue requirement:

13

14

15

16

Difference between 7.48% and 5.99% ROR on FVRB

= $257.8 mil. x 1.49% X 1.6363

: $6.29 mil.

17

18

19

20

Finally, had Mr. Parnell used the same methodology recommended by Staff and adopted

by the Commission in Decision No. 71308, in which both the cost of debt and cost of

equity are adjusted by one-half of the inflation rate, he would have also obtained a

7.40% ROR on FVRB:21

22

23

Modified
Cost *

6.05%
9.00%24

Long-Term Debt
Common Equity
Total
* Note:

Weighted
Average Cost

3.28%
4. 12%
7.40%

25

% of Capital
Structure

54.24%
45.76%

100.00%
Modified cost of debt = 7.05% - 1.0% = 6.05%.
Modifiedcost of equity = 10.0% - 1.0% = 9.00%.

26
1

27

14
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ARIZONA CORPORATION COMMISSION STAFF'S RESPONSES TO
UNS ELECTRIC INC.'S THIRD SET OF DATA REQUESTS

DOCKET NO. E-04204A~09~0206
NOVEMBER 30, 2009

Data Requests for Witness Mr. David C. Parcell

UNSE 3.36 Does Mr. Purcell believe the method used to determine the fair rate of
return on fair value rate base ("FVRB") in Decision No. 70441 (July 28,
2008) was reasonable? Please explain why or why not.

RESPONSE: Yes, Mr. Parcels believes the method used was reasonable. Mr.
Purcell also believes the method he is proposing in this case is
reasonable.

RESPONDENT: David C. Purcell

WITNESS: David C. Purcell

I
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ARIZONA CORPORATION COMMISSION STAFF'S RESPONSES TO
UNS ELECTRIC INC.'S THIRD SET OF DATA REQUESTS

DOCKET NO. E-04204A-09-0206
NOVEMBER 30, z009

UNSE 3.37 Does Mr. Parcels believe the method used to determine fair rate .of return
on FVRB in Decision No. 71308 (October 21, 2009) was reasonable?
Please explain why or why not. .

RESPONSE : Yes, Mr. Parcels believes the method used was reasonable. Mr .
Parcels also believes the method he is proposing in this case is
l'88SOll8bl8.

RESPOND])ENT: David C. Parcel]

WITNESS : David C. Parcel]
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DOCKET no. W-02113A-07-0551 I

1 The Company has appealed Decision No. 70441, and in this proceeding, continues to

2 advocate applying the WACC directly to its FVRB, without any inflation adjustment, in order to

3 calculate the Company's authorized operating 'mcome.226 RUCO advocates using the same

4 methodology ira-'this case as that used in Decision No. 70441 to reach a FVROR, by deducting a

I
1

general inflation component from the cost of equity 'm order to avoid doublcounting inflation

6 _("Method 1").M Staffs FVROR proposal in this case is based on the FVROR formula used in

5
I

7 Decision No. 70441, but with a change to the application of the inflation adjustment. Staffs

8 9 methodology removes the inflation component 1i'om both the cost of equity and the cost of debt to

9 determine a FVROR ("Method 2")_ Start states that Method 1 remains a viable alternative for

10 5 computing the pvnonf" but that Method 2 benefits a utility by providing higher returns when

I u

I
I

l l utility property appreciates at a rate exceeding the additional return required by investors due to

12 i int]ation.229
1

13 f

I
I

The Company argues that application of the unadjusted' WACC to FVRB is necessary to 1

14 allow the utility to earn a fair return on the current value of its property,230 CCWC charges that the

IS recommendations of Staff and RUCO are predicated on die view that the rate of return must be

16 reduced if the fair value of the utility's plant is used as its rate base, and that their FVROR

17 approaches are "intended to deprive Chaparral City of the benefit of the increase in value of its :

CCWC continues to argue that the WACC can be directly applied to FVRB because the

3 WACCis a function of the ratio of debt in its capital strucaire, and doesnot dependon either the g

18 pmpeIy.,=231

21
amount of invested capital or the size of the rate base used to set rates, and that a market-derived rate

of return can appropriately be applied to a market-based rate base.m The Company also argues that

application of the unadjusted WACC to FVRB is appropriate because the rate of return is not related
23

25

I

I

27

28

24 126 Company COC Brief at 27. The Company continues to argue issues previously decided in Decision No. 70441, and
some of those issues are discussed herein. The fact that this Decision does not again address some of the arguments re-
proffered by the Company in this case, such as, for example, its arguments regarding market-based rate base and market-
derived return, does not change our analysis and determination thereon as set forth in Decision No. 70441.
327 Rico coo Brief at 10, Rico coo Reply Brief at 10.
zza staff coo Brief at 5.
229 rd.

234Company COC Brief at 14.
231 Company coo Brief at be, 27.
332 ld. at 20, 22-25.

I

i

2 6

22

39 DECISION NO. 71308n
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VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
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DATE OF RBMAND HEARING. January 25 (Pre-Hearing Conference), January 28 and
January 29, 2008

Phoenix, Arizona
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11

12
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14 IADMINISTRATIVB LAW JUDGE-

15 Hr ATTENDANCE.

Lyn Farmer

Mike Gleason, Chairman
Kristin K,Mayes, Commissioner

Mr. Norman D. James and Mr. Jay L. Shapiro,
FENNEMORE CRAIG, P.C., on behalf of Chaparral
City Water Company;

Mr. Scott Wakefield., Chief Counsel, and Mr. Daniel
Pozcfsky, Staff Attorney, on behalf of the Residential
Utility Consumer Office; and

ii APPEARANCES.

18

19

20 !

21

22

23 I BY THE COMMISSION:

24 ; On August 24, 2004, Chaparral City Water.Compa11y ("chapanal City" or "Company") 'filed

25 with the Arizona Corporation Commission ("Commission") an application for a detenninadon of the

26 current fair value of its utility plant and property and for increases in its rates and charges for utility

27 I service based thereon.

28 Hearings on the application were held in May and June 2005.

Ms. JanetWagner, SeniorStaff Counsel, andMr. Keith
Layton,Staff Attorney, LegalDivision, on behalf of the
Utilities . Division of the Arizona Corporation
Commission.
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Both Staffs and RUCO's methods. adjust.the'.WACC derived Ii'om the OCRB to develop a

2 =l rate of retime that can be applied to the FVRB. StaffS m¢¥h° i adjusts the cost of Capital to reflect

3 l.the cost of theportioNof the capital structure that is funded by neitlielj debt nor equity, but exists due

4. l,to.inflé\don. RUCO's method analyzeS the inflation contained in. the' estimatesOf cost Of equity and

5 adjusts the cost of capital to eliminate the inflation component. Neither method modifies the FVRB

6 [we found in Decision-No. 68176, end both methods apply a FTVROR derived from atinéiiOial

7 IanalysiS of the Company's cost of capital directly to that .FVRB to determiNe required opiating

8 income

1

Accordingly, while we find that either Staffs or RUCO's Method would result in a fair rate

10 I of return on FVRB. in this case we will use RUCO's method. with modifications as discussed below

11 Ito reduce the inflation embedded in the cost of capital in order to determine a fair return on FVRB

12 What is the appropriate rate of return on Chaparral City's FVRB to be

13 used to set rates in this Remand proceedlmg

14 Having determined that both RUCO's and Staffs rnediodologies are appropriate for tHe

15 Commission touseto set rates in this Remand proceeding, the Commission must determine what

16 irate of return is derived from those methods and what rate is appropriate for Husein this Remand

17 proceeding

18 I RUCO's RecomMended Rate of Return

ISSUE #2

RUCO's method requires that the weighted average cost of capital be reduced by an inflation

20 \component. The CompaNy conceded that the.cost of equity may have an inflation component, but

21 crit icized RUCO's recommmdaNon to reduce the entire WACC by the inf lation component

22 1 Further, the COmpany argued that only one half of the FVRB (the RCND portion) includes inflation

23 RUCO's witness, Dr. Johnson. testified that a useful measure of investor .inflation

24 expectations can be derived by comparing the yields on Treasury Inflation-Protected Securities

25 l("TIPS") and the yields on oater comparable government security that is not linked to inflation. His

26 analysis of this comparison for the years 2001 to- 2007 shows an average difference ranging from

27 \ low of 1.70 percent in 2001 to thigh of 2.90 percent in 2004. BY averaging the annual averages, he

28 | determined an overall expected MMe inflation rate of 2.34 percent during the most recent 6.5 Years

19

34 DECISION NO. 70441



4 DOCKET no. W-02113A-04-0616

1 ll-Ie recommends that the Commission choose an inflation rate that is conservative and falls toward

2 It lie low end of the historical data and the recent level of investor expectations concerning future

3 lintlation rates. Dr. Johnson recommends that the Commission use an inflation factor of 2 percent

4 Implied to the weighted average cost ofcapital, with a resulting fair rate of return of 5.60 percent.

5 Applying the 5.6 percent FVROR to the FVRB results in an operating income of $l,l32,278, 102

6 which requires a revenue decrease of approximately $263,931 from the gross revenues granted in

7 Decision No.68176

8 IStaffs Recommended Rate of Return

9 Staffs first alternative, using a zero cost component applied to the fair value portion of the

10 capital structure is based upon StacEE's recommendation that a zero cost rate is appropriate because

l l that portion has not been financed by investors. Under this method, the overall fair value rate of

12 l return is 6.34 percent which when applied to the FVRB, results in a $7,734 downward revision to die

13 revenue increaseOf $1,107,596 granted in Decision No. 68176. Staff does not recommend revising

14 the Company's rates for such a dirndl change

15 Staff recommends its second alternative if the Commission Ends that it is appropriate to

16 apply an above-zero cost rate to the fair value increment of the capital structure. Mr. Purcell testified

17 that ham a financial perspective, it should not be necessary to apply a cost to the fair value

18 lincreinent of the capital structure, but that if the Commission chose to do so from a public policy

19 perspective, he would recommend the rate be no larger than the real (i.e. after inflation is removed)

20 frisk-free rate of return. Using a 5.0 percent nominal risk-free rate (2007-2008 forecasts of U.S

21 Treasury securities) and removing the rate of inflation as measured by the Consumer Price Index

22 l("CP1") of 2.5 percent, Mr. Parcell reaches a real risk-free rate of 2.5 percent. He explains dirt the

23 areal risk~free rate must be used because the investors in the Company are already receiving an

24 inflation factor due to the inclusion of inflation in the FVRB, and it would be double-counting to

25 l also include the inflation components in the return to be applied to the FVRB increment. Mr. Parnell

26 ltestitied that any value between zero percent and 2.5 percent could be used as the cost rate on the

27

102 This is approximately $162,060 less than the operating income of $1,294,338 that the Commission authorized in
28 Decision No. 68176,

DECISION no. 70441 - 4
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1 !1=vR8 increment of the capital structure, but that anything above zero percent should be justified iN

2 policy considerations instead of pure economic or financial pdnciples. For that reason, Mr. Parnell

3 .lbelievw that the selectibh of an appropriate cost rate is.withi1u the Con1mission's diécretion. He

proposes a Mid~point of the range, or 1.25 perceNt

Under this method, the overall fair value rate of return is 6.54 percent, which when applied to

6 the FVRB, results in a revenue requirement of $1§166,l16, an increase of $58,520 Over the revenues

7 graNted' in Decision No. 68176. This alternative would produce a total amount to be recovered Of

8 | $138,750, through a surcharge of 7.1 cents per thousand gallons, based upon gallons sold in 2007

In respometo Mr. Bourassa's criticism that the 1.25 percent return on the FVRB increment

10 lhardly compensates investors for Mef8r value of their investment, Mr. Purcell responds that because

ll lM. Bourassa has Made no independent analysis of what investors require for FVRB compensation

12 [he has not provided any useful information that would discredit the 1.25 percent return

13 I Conclusion

14 As noted in Staffs Closing Brief, the Commission considers all the evidence and uses its

15 expertise to analyze and reconcile that evidence in order tO develop a reasonable resolution. The

16 I "ComMission is not bound to adopt the specific recommendation of any particular expert, but instead

17 l ay use its expertise to synthesize the evidence and arrive at a reasoned policy judgment

18 We find that the Company's proposed method inappropriately allows inflation to be reflected

19 lim both the WACC and in the FVRB, and that while the inflation is not necessarily "doubled,t' it is

20 overstated. Although we believe that the cost of debt may reflect the effects of inflation,.we are not

21 convinced that the evidence presented in this proceeding is developed sMiiciently to make that

22 determination with certainty. tis Accordingly, while we agree with RUCO that the WACC should be

23 1 adjusted tO remove the inflation component, we believethat the appropriate adjustment indies case is

26

Theseare the updated amounts from Staffs March 5, 2008, filing, assuming rate change in June 2008
Staff Closing Brief at ll, citing Maine v. Norton, 257 F.supp.2d. 357, 389 (D. Me. 203);.Citizens Tel. Co. v. Public

Service Comm 'n of Kentucky, 247 S.W.2d 510, 514 (1952)
Staffs witziess Smith testified that based upon a comparison Cf two data sets, the treasury illation protected

securities and normal treasury debt of similar duration, he believes that inflation is a component Of the cost ofdebt. Tr; at
331-32. Staff witness Purcell testified that he had not considered the issue until the day before, but that while it seemed
logical, he had rot run thenumbers. Tr. at 364-65

36 DECISION NO. 70441
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l to adjust only the cost of equity component of the WACC. We also believe that Staffs method is an

2 appropriate way to adjust the WACC associated with OCRB for use with the FVRB, as it is based

3 upon sound economic and financial theory. Staffs method also supports the return that we adopt.

4 In making our determination of the appropriate rate of return, we have evaluated and

5 weighed the following considerations: that the FVRB ref lects a 50/50 weighting of OCRB and

6 RCND; that the RCND proposed by the Company includes iodation; that the market-based models

7 used to estimate equity are related to the ut.ility's OCRB, that the Arizona Constitution requires the

8 Commission to consider the fair value of the property; the Company's argument that the effects of .

9 inf lat ion on regulated utilities can affect whether the utility earns its authorized return, our allowance

10 of post-test-year adjustments to the Company's rate base in Decision No. 68176; our acceptance of

11 the Company's proposed RCND values and method for determining FVRB; and the guidance

12 provided by the Court of Appeals in its Remand Decision.

13 After consideration of all the testimony, evidence, andargument presented by the parties, and

14 using RUCO's proposed method as modif ied herein, we f ind that a reasonable return on the

15 Company's FVRB is 6.40 percent. Using the capital structure adopted in Decision No. 68176 of

16 41 .27 percent debt and 58.73 percent equity, and applying the previously determined 5.1 percent cost

17 of debt to the debt portion of the capital structure, resultS in a weighted cost of debt of 2.11 percent.

18 Using the previously determined 9.3 percent cost of common equity and subtracting a 2 percent

19 inflation t`actor'° °  results in a 7.3percent cost of equity not including inflation. Applying the 7.3

20 percent equity cost to the equity portion of the capital structure results in a weighted cost of equity

21 excluding inflation of 4.29 percent. Adding the weighted cost of debt of 2.11 percent and the

22 weighted cost of equity excluding inflation of 4.29 percent results in a total adjusted WACC of 6.40

23 percent, whichwe find is an appropriate rate ofretum on FVRBL

24 The Arizona Constitution states that the Commission has full power to, and "shall, prescribe .

25 . just and reasonable rates and charges to be made and collected by public service Corporations. As

26 the United States Supreme Court said in Duquesne Light, the "economic judgments required in rate

27

28
106 We agree with RUCO's wltness Dr. Johnson that this inflation rate is conservative and falls toward the low end of the

historical data.

I
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proceedings are ohm hopelessly complex and do not admit of a single correct resuit."w7 Another

2 way to test and analyze the reasonableness of a 6.40 percent FVROR is to compare it to the range of

3 fair value rates ofreturn recommended during the proceeding. Those recommendations ranged from

4 a low of 5.6 percent to a high of 7.6 percent. The 6.40 percent adopted herein fits within that range

5 and reflects our exercise of discretion in the ratecnnaking process. W e find that the use of this

6 FVROR will result in rates and charges that are just and reasonable.

7 ISSUE #3 Should the Commission authorize the recovery of rate case expense the

8 Company asserts it has incurred as a result of its appeal from Decision No. 68176 and this

9 Remand proceeding?

10 In this Remand proceeding, the Company requests that the Commission authorize recovery

11 of $100,000 in rate case expense it claims to have incurred since October 2005 related to the appeal

12 and the Remand proceeding. Mr. Bourassa testified that the expected costs are "at least $200,000"

13 and that the Company is "seeking approximately one-half of the amount it expects to actually incur.

14 The Company is willing to accept that amount to avoid further disputes on this issue."I08 In response

15 to the Staffs recommendation to deny recovery, Mr. Bourassa testified that the amount of rate case

16 expense included in Decision No. 68176 did not include the costs of appeal or a Remand proceeding,

17 and that since the Company was requesting the additional rate case expense be recovered through a

18 surcharge, there would be no change in the normalized level of rate case expense. The Company

19 believes that refusal to award a reasonable amount of rate case expense for the appeal and Remand

20 proceeding would be arbitrary andunfair. The Company ds argues that the exclusion of rate cases

21 ham A.lLs. § 12-348 is logical when interpreted to mean that the Legislature was aware that utilities

22 would likely recover the costs of a rate case as rate case expense. The Company points out that rate

23 case expense is based on actual costs, not a "normalized" amount, and is annualized over a period of

24 time that correlates with the uti l i ty's expected rate case cycle. According to the Company, the

25 amount of rate case expense allowed in Decision No. 68176 is immaterial to the Company's request

26 for rate case expenses incurred subsequent to that Decision.

27

28
107 Duquesne Light, 488 U.S. at314.
108 Ex. A~R4, Bourassa Rebuttal Testimony at 9.
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6

Commission is persuaded "that investors should receive some benefit when fair value is greater than

original cost and should suffer some detriment when fair value is less than original cost." (Id.) Staff' s

alterative proposal was calculated by taking the "risk~free return" (the return on an investment that

carries little or no risk) of 4.5 percent,B less an inflation rate of 2.0 percent, to achieve a real risk-free

rate of 2.50 percent. Mr. Parnell then advocated that if  the Commission chooses to adopt this

alternative, it should award no more than half of the real risk-free rate (1 .25 percent) to recognize that

7 any amount above zero effectively represents a bonus on the return already earned by investors.

8 Applying the 1.25 percent cost to the fair value increment would result in an overall FVRB cost of

9 capital for Southwest Gas of 7.08 percent. (Id. at 47-48; Staff Final Sched. D.)

10 Southwest Gas disagrees with Staffs recommendation to apply a zero value to the fair value

l l increment. Company witness Hanley conceded that "it has long been established in regulatory

12 ratemaking that application of [WACC to OCRB] provides for a fair and reasonable opportunity to

13 am a return." (Ex. A-34 at 38.) However, Mr. Hanley testified that using Staffs primary

14 recommendation to apply a zero value in this ease would result in a dollar return that is $80,215 less

15 than under a strict OCRB calculation, which he claims is illogical. (Ex. A-35 at 17.) Southwest Gas

16 agrees in concept with Staffs alternative proposal, that applying a net of inflation risk-free rate to the

17 fair value increment is appropriate, but Mr. Hanley believes that Staffs reduction of the calculated

18 risk-free rate to 1.25 percent is arbitrary and should be rejected. (Ex. A-34 at 39-40.) According to

19 Mr. Hanley, the 4.50 percent risk-tree rate determined by Mr. Parcel] should instead be reduced by

20 2.45 percent, to account for expected inflation, with the remainder of 2.05 percent applied to the fair

21 value increment. (Id. at 40.) Applying the 2.05 percent risk-free rate advocated by the Company to

22 the fair value increment under the alternative suggested by Staff would produce a total FVRB cost of

23 capital of 7.28 percent. (See Ex. S-17 at 48.)

24 Conclusion on Fair Value Rate Base Issue

25 Based on the record before us, we believe that Staff's alternative FVRB recornrncndation is

26 appropriate, with a slight Inodiiication. Although we agree with Staff that it should not be necessary

27

28

s Mr. Parcel] explained that "risk-free investments" are defined as U.S. Treasury Securities, with short-term maturities
considered to be the risk-free rate. He used 4.5 percent as the risk-free rate for his calculation based on yields on such
securities ranging from 2.0 percent for short-term to 4.5 percent for long-term Treasury Bonds.(Id. at 46.)

I
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1 to provide the Company with any additional return on the increment between OCRB and FVRB,

2 because that increment is not financed will investor-supplied funds, we find that applying a 1.00

3 percent return on the fair value increment is appropriate under the facts of this case and properly

accounts for the effect of inflation. Applying the adjusted WACC .to the FVRB results in a fair value4

5 rate of return of 7.02 percent.

6

7

8

9

10

12

14

15

16

As Staff witness Purcell points out, the nominal risk-free rate represented by long-term U.S .

Treasury Securities is approximately 4.5 percent. When the inflation factor is removed from the risk- .

free rate, which inflation rate was determined by the Company's witness to be 2.45 percent, the

resulting inflation-adjusted risk-free rate is 2.05 percent. According to Mr. Parceil's alternative

recommendation, if the Commission chooses to modify the Company's fair value rate of return, the

adjustment should be within the range of zero to the inflation-adjusted risk-free rate (2.05 percent

according to the Company). Mr, Parcel] recommended that such an adjustment should be at the low

end of the range and under no circumstances greater than the mid-point of the range because returns

on the fair value increment represent a bonus or windfall to investors beyond the return that is already

provided for under a traditional weighted cost~of-capital calculation. Even the Co1:npany's witness

concedesthat application of die WACC to OCRB provides a fair and reasonable opportunity to hama I

17 return. The Company's witness, Mr. Hanley, disagrees only with Staffs quantification of the risk-

18 free rate, on the basis that once inflation is removed, no additional adjustment should be made. We

19

20

agree with Staff, however, that an adjustment in the range identified by Mr. Purcell is within our

discretion. Setting the rate at the approximate mid-point of the inflation-adjusted risk-free rate is a

22

21 reasonable determination in this case.

We recognize that the methodology employed in this case differs from that used by.the

23 Commission in the Chaparral City Remand Order (Decision No. 70441.). This is because the facts

24 and arguments before us differ. In this case, Southwest Gas and Staff do not dispute that the

25 weighted cost of capital is applicable only to the QCRB and that it is appropriate to recognize an

26

27

28

inflation factor when calculating the FVROR. As set forth above, we adopted in Chaparral Ciqv a

modified version of RUCOls proposal and deducted directly from the established cost of equity a 2.0

percent inflation factor to arrive at the overall fair value rate of return. In the instant proceeding, no

I

I

13
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2

3

4

5

6

similar proposal was set forth by RUCO or any other party, and we do not have a record before us to

make an adjustment on the same basis as that made in Chaparral City. Instead, we have a record that

reflects agreement between the Company and Staff (as an alternative recommendation) that it may be

appropriate to determine the FVROR based on the application of a WACC adjusted to a FVRB

capital structure and application of an inflation~adjusted risk-tlree rate to the increment between the

Company's OCRB and FVRB.

7 We find that a FVROR based upon the WACC derived by using a 1.00 percent adjusted risk-

8 free rate applied to the fair value increment complies. with the constitutional fair value requirement

9 and satisfies the concerns expressed by the Court of Appeals in the remanded Chaparral City ease, is

10 Jan appropriate mediodology identif ied in Decision No. 7044] to determine the fair value rate of

l l return without overstating the effects of inflation, and will result in just and reasonable rates. For

12 these reasons, we believe that adoption of Staffs alterative recommendation for a 10.0 percent cost

of equity capital, and an overall 7.02percentFVRB cost of capital comply with these obligations.

Percentage FVRB Weighted Cost .

33.33% 3.33%

3.44% 0.28%

39.96% 3.18%

23.27% 0.23%

7.02%

13

14

15

16

17

18

19

20

Common Equity

Preferred Equity

Long~Term Debt

FVRB Increment

Cost.

10.0%

8.20%

7.96%

1.00%

AUTHORIZED INCREASE

21 Based on our findings herein, we determine that Southwest Gas is entitled to a gross revenue

22 increase of$33,533,844.

23

24

25

26

Fair Value Rate Base

Adjusted Operating Income
Required Rate of Return
Required Operating Income
Operating Income Deficiency
Gross. Revenue Conversion Factor
Gross Revenue Increase

$1,389,259,911
77,307,884

7.02%
97,526,046
20,218,162

1.6586
33,533,844

27

28
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Commission is persuaded "that investors should receive some benefit when fair value is greater than

original cost and should suffer some detriment when fair value is less than original cost." (Id.) Staff's

alternative proposal was calculated by taking the "risk-free return" (the return on an investment that

carries little or no risk) of 4.5 percent,8 less an inflation rate of 2.0 percent, to achieve a read risk-free

rate of 2.50 percent. Mr. Purcell then advocated that if the Commission chooses to adopt this

alternative, it should award no more than half of the real risk-free rate (1 .25 percent) to recognize that

7 any amount above zero effectively represents a bonus on the return already earned by investors.

8

9

Applying the 1.25 percent cost to the fair value increment would result in an overall FVRB cost of

capital for Southwest Gas of 7.08 percent. (Id. at 47-48, Staff Final Sched. D.)

Southwest Gas disagrees with Staffs recommendation to apply a zero value to the fair value

'increment Company witness Hanley conceded that "it has long been established in regulatory

12 ratemaking that application of [WACC to OCRB] provides for a fair and reasonable opportunity to

10

13 earn a return."

14

15

16

17

18

19

20

(Ex. A-34 at  38.) However, Mr. Hanley testi f ied that using Staf fs primary

recommendation to apply a zero value in this case would result in a dollar return that is $80,215 less

than under a strict OCRB calculation, which he claims is illogical. (Ex, A~35 at 17,) Southwest Gas

agrees in concept with Staffs alternative proposal, that applying a net of inflation risk-free rate to the

fair value increment is appropriate, but Mr. Hanley believes that Staffs reduction of the calculated

-risk-tree rate to 1.25 percent is arbitrary and should be rejected. (Ex. A-34 at 39-40.) According to

Mr. Hanley, die 4.50 percent risk~free rate determined by Mr. Parcels should instead be reduced by

2.45 percent, to account for expected inflation, with the remainder of 2505 percent applied to the fair

21 value increment. (Id. at 40.) Applying the2.05 percent risk~flree rate advocated by the Company to

22 the fair value increment under the alternative suggested by Staff would produce a total FVRB cost of

23 capital of 7.28 percent. (See Ex. S~I7 at 48.)

24 Conclusion on Fair Value Rate Base Issue

I

I
I
I

I

I

I
Ii 25 Based on the record before us, we believe that Staff's alterative FVRB recommendation is

26 appropriate, widl a slight modification. Although we agree with Staff that it should not be necessary

27

28

s Mr. Parcel! explained that "risk~free investments" are defined as U.S. Treasury Securities, with short-term maturities
considered to be the risk-{i'ee rate. He used 4.5 percent as the risk~free rate for his calculation based on yields on such
securities ranging from 2.0 percent forshort-tenn to 4.5 percent for long-term Treasury Bonds. (Id. at 46.)

.4

I

1
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I Fto provide the Company with any additional return on the increment between OCRB and FVRB,

2 I because that increment is not financed with investor-supplied funds, we find that applying a 1.00

3 | percent return on the fair value increment is appropriate under the facts of this case and properly

4 accounts for the effect of inflation. Applying the adjusted WACC .to the 1=vRB results in a fair value

5 rate of return of 7.02 percent, I

6 As Staff witness Parcels points out, the nominal risk-free rate represented by long-term U.S.

7 Treasury Securities is approximately 4.5 percent. When the inflation factor is removed from the risk-

8 I free rate, which inflation rate was determined by the Company's witness to be 2.45 percent, the
s

.9 resulting inflation-adjusted risk-free rate is 2.05 percent. According to Mr. Parcell's alternative

10

1.1

1;

13

la

15

16

17

18

19

20

recommendation, if the Commission chooses to modify the Company's fair value rate of return, the

adjustment should be within the range of zero to the inflation-adjusted risk-free rate (2.05 percent

according to the Company). Mr. Parcels recommended that such an adjustment should be at the low

end of the range and under no circumstances greater than the mid-point of the range because returns

on the fair value increment represent a bonus or windfall to investors beyond the return that is already

provided for under a traditional weighted cost-of-capital calculation. Even the Company's witness

concedes that application of the WACC to OCRB provides a fair and reasonable opportunity to earn a

return. The Company's witness, Mr. Hanley, disagrees only with Staffs quantification of the risk-

free rate, on the basis that once inflation is removed, no additional adjustment should be made. We

agree with Starfi however, that an adjustment in the range identified by Mr. Purcell is wi n our

discretion. Setting the rate at the approximate mid-point of the inflation-adjusted risk-free rate is a

21 reasonable determination in this case.

We recognize that the methodology employed in this case differs fi'om that used by the

23 Commission in the Chaparral City Remand Order (Decision No. 7044l). This is because the facts

22

24 and arguments before us differ. In this case, Southwest Gas and Staff do not dispute that the

25 weighted cost of capital is applicable only to the QCRB and that it is appropriate to recognize an

26 inflation factor when calculating the FVROR. , As set forth above, we adopted in Chaparral Cilju a

27

28

modified version of RUCOls proposal and deducted directly from the established cost of equity a 2.0

percent inflation factor to arrive at the overall fair value rate of return. In the instant proceeding, no
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1 to provide the Company with any additional return on the increment between OCRB and FVRB,

2

3

4

because that increment is not financed with investor-supplied funds, we find that applying a 1.00

percent return on the fair value increment is appropriate under the facts of this case and properly

accounts for the effect of inflation. Applying the adjusted WACC to the FVRB results in a fair value

1
I

i

6

5 rate of return of 'L02 percent.

As Staff witness Purcell points out, the nominal risk-free rate represented by long-term U.S.

7 Treasury Securities is approximately 4.5 percent. When the inflation factor is removed from the risk-

8 flee rate, which inflation rate was determined by the Company's witness to be 2.45 percent, the
I

9 resulting inflation-adjusted risk~free rate is 2.05 percent. According to Mr. Parcell's alternative

10

11

12

13

14

15

16

recommendation, if the Commission chooses to modify the Company's fair value rate of return, the

adjustment should be within the range of zero to the intlatiomadjusted risk-free rate (2.05 percent

according to the Company), Mr. Parcel] recommended that such an adjustment should be at the low

end of the range and under no circumstances greater than the mid-point of the range because returns

on the fair value increment represent a bonus or windfall to investors beyond the return that is already

provided for under a traditional weighted cost~of-capital calculation. Even the Company's witness

concedes that application of the WACC to OCRB provides a fair and reasonable opportunity to earn a

17 return. The Company's witness, Mr. Hanley, disagrees only with Staffs quantif ication of the risk-

18 free rate, on the basis that once inflation is removed, no additional adjustment should be made. We

19

20

agree with starT, however, that an adjustment in the range identified by Mr. Parcels is within our

discretion. Setting the rate at the approximate mid-point of the inflation-adjusted risk-free rate is a

21 reasonable determination in this case.

22 We recognize that the methodology employed in this case differs from that used by the

23 Commission in the Chaparral City Remand Order (Decision No. 70441). This is because the facts

24 and arguments before us differ. In this case, Southwest Gas and Staff do not dispute that the

25 weighted cost of capital is applicable only to the OCRB and that it is appropriate to recognize an

26 inflation factor when calculating the FVROR. As set forth above, we adopted in Chaparral City a

27

28

.modified version of RUCO's proposal and. deducted directly from the established cost of equity a 2.0

percent inflation factor to arrive at the overall fair value rate of return. In the instant proceeding, no

n
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similar proposal was set forth by RUC() or any other party, and we do not have a record before us to

2 make an adjustment on the same basis as that made inChaparral City. Instead, we have a record that

3 a reflects agreement between the Company and Staff (as an alternative recommendation) that it may be

4 appropriate to determine the FVROR based on the application of a WACC adjusted to a FVRB

5 capital structure and application of an inflation-adjusted risk-free rate to the increment between the

6 . Company's OCRB and FVRB.

7 I. We find that a FVROR based upon the WACC derived by using a 1.00 percent adjusted risk-

8 free rate applied to the fair value increment complies with the constitutional fair value requirement

9 and satisfies the concerns expressed by the Court of Appeals in the remanded Chaparral City case, is

1

cost of capital

Qost

10 'I an appropriate methodology identified in Decision No. 7044] to determine the fair value rate of

11 return without overstating the effects of inflation, and will result in just and reasonable rates. For

12 these reasons, we believe that adoption of Staffs alternative recommendation br a 10.0 percent cost

13 of equity capital, and an overall 7.02 percent FVRB

14 Percentage

15 33.33%

16 3.44%

17 39.96%

23.27%

Common Equity

Preferred Equity

Long-Term Debt

FVRB Increment

10.0%

8.20%

7.96%

1.00%

comply with these obligations.

FVRB Weighted Cost .

3.33%

0.28%

3.18%

0.23%

7.02%

AUTHORIZED INCREASE

18

19

20

21 Based on our findings herein, we determine that Southwest Gas is entitled to a gross revenue

22 increase of $33,533,844.

23 . ,
24

25

26

27 .

28

Fair Value Rate Base

Adjusted Operating Income
Required Rate of Return
Required Operating Income
Operating Income Deflcieney
Gross. Revenue Conversion Factor
Gross Revenue I1'1CT€8S€

$i,389,259,911
77,307,884

7.02%
97,526,046
20,218,162

1.6586
33,533,844
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1

2

3

When applied to Staff's FVRB of $257.8 million, and adjusted by Staff's gross revenue

conversion factor, this difference in the ROR on FVRB has the following impact on UNS

Electric's overall revenue requirement:

Difference between 7.40% and 5.99% ROR on FVRB

_' $257.8 mil. x 1.41% X 1.6363

: $5.95 mil.

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Q. Mr. Grant, in your Direct Testimony you proposed a 6.88% ROR on FVRB, before

inclusion of the BMGS in rate base, even though you demonstrated that UNS

Electric could have supported a higher value of approximately 8.0%. Is it your

position that the ROR on FVRB in this proceeding should be limited to a maximum

value of6.88% ?

No. This reduction was a voluntary measure. As described on page 30 of my Direct

Testimony, the ROR of 6.88% was selected on the basis that this was the minimum value

required to produce an overall revenue requirement that would allow UNS Electric an

opportunity to earn its cost of capital and maintain its financial integrity. Even if there

are negative adjustments to the revenue requirement proposed by Staff and RUCO, we

still have the same overall revenue requirement to maintain financial integrity.

Therefore, to maintain financial integrity, the ROR on FVRB could be determined using

the method approved by the Commission in Decision No. 71308, or in the alternative, the

method approved earlier by the Commission in Decision No. 70441.21

22

23

24

25

26

27

Q- In light of the substantial revenue requirement adjustments recommended by Staff,

what ROR would you recommend be applied to UNS Electric's FVRB ?

I would recommend using a ROR derived using the methodology adopted by the

Commission in Docket No. 71308. As described in my Direct Testimony, this ROR

would be equal to 7.99% if the Commission were to approve the Company's proposed

A.

A.

15
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Exhiblt [DCP-1)

Schedule 15

RECALCULATION OF FAIR VALUE RATE OF RETURN

Calculation of FVROR as used on pages 54 and 57 of Purcell testimony

Dollars Percent Cost Wet Cost

Long-term Debt $99,300,000 1/ 3645% 7.05% 2.57%

Common Equltv $83,800,000 1/ 30.76% 10.00% 3.08%

FVR8 Increment 5899333,154 2/ 32.79% 1.50% 0.49% a/
4/

$272,433,154 6.14%

1/ Dollars of long-term debt and common equity, as used in UNS Electric filing to develop

Company's cost of capital.

2/ Dif ferential between FVR8 and ocRB, as developed by Staff witness Fish.

3/ This corrects for the mistake on page 57, where 0.34% was incorrectly shown.

4/ This corrects for the mistake on page 57, where 5.99% was incorrectly shown.

This analysis, as developed on page 54, combines the dollars of long-term debt and common

equity, with the dollars of the FVRB Increment.

Recalculation ¢>f FVROR to reflect matching of OCRB with values of long-term debt and

common equity.

FVRB

OCRB

$257,949,478
$168,616,324

I
I

FVRB Increment $89,333,154

percent 5/

Long-term Debt 54.24% $91,457,494 35.46% 7.05% 2.50%

Common Equity 45.76% 577,158,830 29.91% 10.00% 2.99%

FVRB Increment $89,333,154 34.63% 1.50% 0.52%

Fair Value Rate Base 5257,949,478 100.00% 5.01%

9.

5/ Percentages of !Eng-term debt and common equltv as shown on Schedule 1.
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Docket No. E-04204A-09-0206
Page 54

I Q- HAVE YOU MADE SUCH A PROPOSAL IN THIS PROCEEDING?1

2

3

4

Yes, I have. As is shown below, I have developed a capital structure and FVROR that

applies to UNS Electric's FVRB.

Item
Long-term Debt
Common Equity
FVRB Increments
Total FVRB Capital

Amount (000)
$99,300
83,800
89,333

$272,433

Percent
36.45%
30.76%
32.79%

100.00%

Cost
7.05%

10.00%
0.00%

Fair
Value
Return

2.57%
3.08%
0.00%
5.65%

5

Applying this 5.65 percent to the FVRB provides for a return on all investor-supplied

capital and is therefore an appropriate rate to apply to the FVRB from a financial and

economic standpoint. As such, it provides for an appropriate fair value rate of return to

be applied to a FVRB.

Q. HAVE YOU DEVELOPED AN ALTERNATIVE METHOD WITH WHICH TO

APPLY A FVROR TO A FVRB?

Yes, I have. Should the Commission determine that there should be a specific return

(greater than zero) applied to the FVRB Increment, I have provided such a procedure.
I

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Q. WHY IS IT NECESSARY TO ADD A RETURN ON ONLY THE PORTION OF

FVRB THAT EXCEEDS THE OCRB?

The weighted cost of capital ("WCOC") authorized by the Commission has already

provided for a full cost of equity return and cost of debt on the portions of equity and debt

capital dirt are supporting the OCRB portion of the FVRB. As a result, there is no need

3 FVRB ($257,s27,400) minus OCRB ($l68,494,273), per the Testimony fUtilities Division Staff Witness Fish,n
I

A.

A.

A.

I

I
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1 Q,

2

3

With regard to your first point above, please explain how the assignment of a zero

cost of capital (0.0%) to the "fair value increment" is mathematically equivalent to

the "backing-in" method.

4

5

6

7

8

9

10

Certainly. If you look at the bottom of Schedule 15 attached to Mr. Parnell's surrebuttal

testimony, where he calculates a 6.01% ROR on FVRB using a 1.50% cost of capital for

the "FVRB Increment," it is apparent that a ROR on FVRB of 5.49% would be obtained

if a zero cost of capital (0.0%) were applied to the "FVRB Increment" instead of the

1.50% value used in that schedule:

6.01% - 0.52% = 5.49%

or alternatively,

2.50% + 299% = 5.49%11

12.

13 This value also happens to equal the ROR that would be obtained by dividing Staff' s

required operating income of $14,153,519 (original cost basis) by Staffs fair value rate

base of $257,827,428 from Schedule THF A-1 attached to Dr. Fish's direct testimony:

14

15

16

17

18

19

20

21

22

$14,153,519 / $257,827,428 : 5.49%

23

24

This second method of calculating a ROR on FVRB of 5.49%, commonly referred to as

the "backing-in" method, is the very method that was rejected by the Arizona Court of

Appeals in the Chaparral City Remand Case. The result obtained is mathematically

equivalent to Mr. Parcels's primary recommendation in this case, where a zero percent

cost of capital is assigned to the "fair value increment" of rate base.

I

25

26

27

A.

5

I
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1 Q-

2

With regard to your first point above, please explain how the assignment of a zero

cost of capital (0.0 %) to the "fair value increment" is mathematically equivalent to

the "backing-in" method.3

4

5

6

7

8

9

10

Certainly. If you look at the bottom of Schedule 15 attached to Mr. Purcell's surrebuttal

testimony, where he calculates a 6.01% ROR on FVRB using a 1.50% cost of capital for

the "FVRB Increment," it is apparent that a ROR on PVRB of 5.49% would be obtained

if a zero cost of capital (0.0%) were applied to the "FVRB Increment" instead of the

1.50% value used in that schedule:

6.01% - 0.52% : 5.49%

or alternatively,

2.50% + 2.99% : 5.49%11

12

13

14

This value also happens to equal the ROR that would be obtained by dividing Staff' s

required operating income of $14,153,519 (original cost basis) by Staff's fair value rate

base of $257,827,428 from Schedule THE A-1 attached to Dr. Fish's direct testimony:15

16

17

18

$14,153,519 / $257,827,428 = 5.49%

19

20

21

22

This second method of calculating a ROR on FVRB of 5.49%, commonly referred to as

the "backing-in" method, is the very method that was rejected by the Arizona Court of

Appeals in the Chaparral City Remand Case. The result obtained is mathematically

equivalent to Mr. Parcels's primary recommendation in this case, where a zero percent

cost of capital is assigned to the "fair value increment" of rate base.23

24

25

26

27

A.

5
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1 Q- With regard to your first point above, please explain how the assignment of a zero

east of capital (0.0%) to the "fair value increment" is mathematically equivalent to

the "backing-in" method.

2

3

4

5

6

7

8

the "FVRB Increment,"

9

10

Certainly. If you look at the bottom of Schedule 15 attached to Mr. Parnell's surrebuttal

testimony, where he calculates a 6.01% ROR on FVRB using a 1.50% cost of capital for

it is apparent that a ROR on FVRB of 5.49% would be obtained

if a zero cost of capital (0.0%) were applied to the "FVRB Increment" instead of the

1.50% value used in that schedule:

6.01% .. 0.52% = 5.49%

or alternatively,

2.50% + 2.99% = 5.49%11

12

13

14

15

16

This value also happens to equal the ROR that would be obtained by dividing Staff's

required operating income of $14,153,519 (original cost basis) by Staff's fair value rate

base of $257,827,428 from Schedule THF A-1 attached to Dr. Fish's direct testimony:

17

18

19

20

$14,153,519 / $257,827,428 = 5.49%

21

22

23

24

25

26

27

This second method of calculating a ROR on FVRB of 5.49%, commonly referred to as

the "backing-in" method, is the very method that was rejected by the Arizona Court of

Appeals in the Chaparral City Remand Case. The result obtained is mathematically

equivalent to Mr. Parcell's primary recommendation in this case, where a zero percent

cost of capital is assigned to the "fair value increment" of rate base.

A.

5
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ARIZONA CORPORATION COMMISSION STAFF'S RESPONSES TO
UNS ELECTRIC INC.'S THIRD SET OF DATA REQUESTS

DOCKET no. E~04204A~09-0206
NOVEMBER 30, 2009

Data Requests for WitnessMr. David C. Purcell

UNSE 3-36 Does Mr. Parcels believe the method used to determine the fair rate of
return on fair value rate base ("FVRB") in Decision No. 70441 (July 28,
2008) was reasonable? Please explain why or why not.

RESPONSE: Yes, Mr. Purcell believes the method used was reasonable. Mr.
Purcell also believes the method he is proposing in this case is
reasonable.

RESPONDENT: David C. Parcel!

WITNESS: David C. Pareel l

(i

(

I



(

ARIZONA CORPORATION COMMISSION STAFF'S RESPONSES TO
UNS ELECTRIC INC.'S THIRD SET OF DATA REQUESTS

DOCKET no. E-04204A-09-0206
NOVEMBER 30, 2009

UNS'E 3.37 Does Mr. Parnell believe the method used to determine fade rate of return
on FVRB in Decision No. 71308 (October 21, 2809) was reasonable?
Please explalm why or why not.

RESPONSE : Yes, Mr. Parnell believes the method used was reasonable. Mr .
Purcell also believes the method he is proposing in this case is
reasonable.

RESPONDENT: David C. Parcel]

WITNESS: David C. Purcell

I.
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The Company has appealed Decision No. 70441, and in this proceeding, continues to

advocate applying the WACC directly to its FVRB, without any iniiatioo adjustment, in order to

calculate the Company's authorized operating income.226 RUCO advocates using the same

4 methodology in this case as that used in Decision No. 70441 to reach a FVROR, by deducting a

S general inflation component tram the cost of equity 'm order to avoid douizl counting inflation

6 . ("Method 1").227 Staffs FVROR proposal in this case is based on the FVROR formula used in

7 . Decision No. 70441, but with a change to the application of the inflation adjustment. Staffs

8 1 methodology removes the inflation component from both the cost of equity and die cost of debt to

9 determine a FVROR ("Method 2"). Staff states that Method l remains a viable alternative for

10 computing the FvnoR,22~ but that Method 2 benefits a utility by providing higher returns when

l l g utility property appreciates at a rate exceeding the additional return required by investors due to

: intl[ation.22912
i
|

1
131

14
The Company argues that application of the unadjusted WACC to FVRB is necessary to I

allow the utility roearna fair return on the current vaLlue of its property.230 CCWC charges that the

15 recommendations of Staff and RUCO are predicated on the view that the rate of return must be

16 reduced if the fair value of the utility's plant is used as its rate base, and that their FVRGR

17 approaches are "intended to deprive Chaparral City of the benefit of the increase 'm value of its

18 property,""l CCWC continues to argue that the WACC can be directly applied to FVRB because the

31 WACC is a function of the ratio of debt in its capital structure, and does not depend on either the

21
amount of invested capita] or the size of the rate base used to set rates, and that a market-derived rate

of return can appropriately be applied to a market-based rate basal" The Company also argues that

application of the unadjusted WACC to FVRB is appropriate because the rate of return is not related
23

25

I

27

24 2a6 Company COC Brief at 27. The Company continues to argue issues previously decided in Decision No. 70441, and
some of those issues are discussed herein. The fact that this Decision does not again address some of the arguments, re-
proffered by the Company in this case, such as, for example, its arguments regarding market-based rate base and market-

tderived return, does not change our analysis and determinationthereon as set forth in Decision No. 70441.
211 Rico coo Brief Ar 10, RUCO COC Reply Brief at 10.
32 Staff coo Brief Ar 5.

rd
23-:l Company COC Brief at 14.
3" Company COC Brief at26. 27.
~'** /d. at 90, 22-23.

I

26

22

28

u 39 DECISION NO. 71308
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1 Q- What is your view of Mr. Purcell's alternative recommendation for calculating the

ROR on FVRB?2

3 I First, as described below in

4

5

6

7

strongly disagree with the alternative recommendation.

Section IV of my Rebuttal Testimony, it results in a revenue requirement that is simply

too low to support  UNS Electr ic 's f inancial  integr i ty . Second, i t  represents an

unwarranted and unsupported departure from the calculation methodology approved by

the Commission in Decision No. 70441, as well  as the modest refinement to that

8

9

10

11

12

13

14

15

16

17

18

19

methodology recommended by Staff and approved by the Commission in Decision No.

71308. Third, it  is based solely on Mr. Parnell 's belief that the fair value of uti l ity

property should be given l i t t le , i f any, weight in sett ing retai l  rates. Fourth, his

alternative method identifies the lowest possible cost of capital, the inflation adjusted

ROR on risk-free U.S, Treasury securities, as the highest possible ROR the Commission

should consider applying to his "fair value increment" of rate base. Fifth, his selection

of a 1.5% ROR to be applied to his "fair value increment," equal to one-half of the

inflation adjusted risk-free rate, is arbitrary since it represents the midpoint of a fairly

wide range of values he deems to be appropriate (zero to 3.0%), and is completely

unsupported by any analysis of the financial impact his recommendation would have on

UNS Electric. And finally, as I explain below, Mr. Parnell's calculation of a 5.99% ROR

on FVRB, using a 1.50% ROR on the "fair value increment," is mathematically incorrect.

20

21 Q- What mathematical result should Mr. Parcels have obtained using a 1.50% ROR on

22 Staff's "fair value increment" of rate base"

23

24

25

26

As corrected, the table appearing at the bottom of page 57 of his Direct Testimony should

have reflected a weighted average return on the "FVRB Increment" of 0.49% instead of

0.34% (32.79% x 1.50% = 0.49%, not 0.34%), resulting in aN overall ROR on FVRB of

6.14% instead of 5.99% (5.65% + 0.49% = 6.14%). This mathematical correction, when

27

A.

A.

12
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Direct Testimony of Ben Johnson, Ph.D.
On BchalfofThe Arizona Residential Utility Consumer Office, Docket No; E-04204A-09-0206

l various contexts, are shown as Methods 3,4and 5 of BJ-10. These three methods result in a

2

3

fair value rates of return of 5,39%, 5.80%, and 7.0l%, respectively,

4 Q. What do you recommend concerning the fair return on fair value in this proceeding?

5 A. I recommend the Commission begin by evaluating all of the methods presented on BJ-10. The

6

7

8

9

10

l l

12

13

14

Commission can use its discretion to set a fair return on fair value, provided that it reasonably b

balances the interests of both ratepayers and customers, and in so doing it gives the Company a

reasonable opportunity to recover its cost of capital, and earn a reasonable return on its invested

capital. These various methods result in returns on fair value ranging from 5.39% to 7.01%,

with a midpoint of 6.20% and an average of 6.25%. The greatest weight should be given to

Method 1, because it is the most theoretically sound approach. I recognize that the Commission

has discretion in adopting the allowed return on fair value, and it may want to give at some

limited consideration to other methods, resulting in a slightly higher or lower return. But, using

Method 1, as I recommend, with Mr. Rigsby's recommended weighted average cost of capital, a

fair return on fair value is computed to be 5.96%, as shown on BJ- I0.15

16

17

18

VIII. Conclusions and Recommendations

19 Q- Can you now please briefly summarize your recommendations?

20 A. Yes. The effect of my recommendations, as well as Bill Rigsby's cost of capital analysis, is set

21

22

23

24

25

forth on Schedule BJ-l of my exhibit. If the Commission were to accept all of my

recommendations, the original cost rate base would be approximately $229.9 million, similarly

the»RCND rate base would be approximately $411.4 million. The fair value rate base would be

approximately $320.7 million, assuming the Commission follows its traditional 50/50

weighting of original cost and RCND. These figures compare to the Company's rate base

58
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Direct Testimony of Ben Johnson, Ph.D.
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1 various contexts, are shown as Methods 3, 4 and 5 ofBJ-10. These three methods result ina

2

3

fair value rates ofretum of 5,39%, 5.80%, and 7.01%, respectively.

4 Q. What do you recommend concerning the fair return on fair value in this proceeding?

5 A, I recommend the Commission begin by evaluating all of the methods presented on BJ-l0. The

6

7

8

9

10

11

12

13

14

Commission can use its discretion to set a fair return on fair value, provided that it reasonably b

balances the interests of both ratepayers and customers, and in so doing it gives the Company a

reasonable opportunity to recover its cost of capital, and earn a reasonable return on its invested

capital. These various methods result in returns on fair value ranging from 5.39% to 7.0I%,

with a midpoint of 6.20% and an average of6.25%, The greatest weight should be given to

Method 1, because it is the most theoretically sound approach. I recognize that the Commission

has discretion in adopting the allowed return on fair value, and it may want to give at some

limited consideration to other methods, resulting in a slightly higher or lower return. But, using

Method I, as I recommend, with Mr. Rigsby's recommended weighted average cost of capital, a

fair return on fair value is computed to be 5.96%, as shown on BJ-10.15

16

17

18

VIII. Conclusions and Recommendations

19 Q-

20 A.

21

22

23

24

25

Can you now please briefly summarize your recommendations?

Yes. The effect of my recommendations, as well as Bill Rigsby's cost of capital analysis, is set

forth on Schedule B]-1 of my exhibit. If the Commission were to accept all of my

recommendations, the original cost rate base would be approximately $229.9 million, similarly

the RCND rate base would be approximately $411.4 million, The fair value rate base would be

approximately $320.7 million, assuming the Commission follows its traditional 50/50

weighting of original cost and RCND. These figures compare to the Company's rate base

58
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1 Q.

2

Is this the same rate making solution that the Company has proposed in its effort to

realize a fair rate of return on its invested capi ta l"

3

4

5

6

Yes. However, instead of increasing the ROR on FVRB relative to what would otherwise

be justified based on Commission precedent (i.e., Decision Nos. 70441 and 71308), UNS

Electric has, based on facts and circumstances of this case, actually discounted its

requested ROR on FVRB .

7

8 Q,

9

Mr. Grant, what is your concern regarding the ROR that Dr. Johnson applied to the

Company's proposed investment in the BMGS?

10

11

12

13

14

15

16

17

18

19

The ROR he applied (5.96%) is simply too low relative to cost of capital that will be

needed to finance a purchase of the BMGS. As discussed on pages 15-16 of my Direct

Testimony, the ROR on FVRB for the BMGS should reflect the Compally's weighted

cost of capital. This is important not only from a practical standpoint, it is also important

from a theoretical standpoint since OCRB and FVRB are nearly identical for the BMGS

as presented in the Company's rate filing. As described on page 16 of my Direct

Testimony, if the Commission were to include the BMGS in rate base as a post-test year

adjustment, I recommend that the ROR on total FVRB (including both BMGS and non-

BMGS investments) be determined by using a weighted average of (i) the ROR applied

to non-BMGS rate base using the method approved in Decision No. 71308, and (ii) the

ROR on BMGS rate base using the Company's weighted average cost of capital.20

21

22 Q-

23

Mr. Grant, do you have any final comments on the testimony offered by Dr.

Johnson on the ROR to be applied to FVRB"

24 I

25

26

27

Yes. would simply like to point out that of the five different calculation methods

presented on Schedule BJ-10 attached to his testimony, only two of these methods

("Method 2" and "Method 5") reflect the Commission's fully-informed discussion and

determination of this issue found in Decision Nos. 70441 and 71308. By contrast,

A.

A.

19
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1

2

cost of capital. Alternatively, as discussed previously, this ROR would be equal to 7.40%

if the Commission were to apply this methodology to Staff's proposed cost of capital.

3

4 B. Rebuttal of RUCO Witness Dr. Ben Johnson.

5

6 Q. What is your general impression of Dr..Johnson's testimony regarding the ROR on

FVRB?7

8

9

10

11

12

13

14

15

16

Dr. Johnson recommends that the ROR on FVRB be derived by subtracting the full

estimated rate of inflation from the cost of debt and then subtracting the same full rate of

inflation again from the cost of equity. Such an adjustment is seriously flawed from both

a theoretical and practical perspective. Additionally, it is worth mentioning that this

methodology has already been considered and rejected by the Commission in Decision

No. 70441, and is also different from the approach advocated by RUCO in the follow-up

Chaparral City Water Company rate case (Decision No. 71308). In that case, RUCO

supported the approach previously adopted by the Commission in Decision No, 70441,

where a full rate of inflation was subtracted only from the equity portion of the cost of

17 capital .

18

19

20

21

Q- Please explain how Dr. Johnson's recommended approach is flawed from a

theoretical perspective.

22

23

24

25

26

27

Certainly. The Commission has traditionally determined that FVRB should be calculated

using a 50% weighting of original cost rate base ("OCRB") and a 50% weighting of

reconstruction cost new depreciated ("RCND") rate base. As recognized by the

Commission in Decision No. 71308, RCND is impacted by inflation, whereas OCRB is

stated in original nominal dollar terms. Since only 50% of FVRB is impacted by

inflation, the Commission determined that the ROR on FVRB should be determined by

subtracting only 50% of an inflation rate from the weighted average cost of capital. If the

A.

A.

16



249



DDCKETED BY

n o

I

2 COMMISSIONERS

3

BEFORE THE ARIZONA c0RpoRAT1o1\

Arizona Gorpotaiion Commission

DO CKETED
M

4

5

6

'|
KRISTIN K. MAYES - Chairman
GARY PIERCE
PAUL NEWMAN
SANDRA D. KENNEDY
BOB STUMP

OCT 21.2089

DOCKET NO. W-02113A-07-05517

8

9

IO

DECISIUNNO. 71308

IN THE MATTER OF THE APPLICATION OF
CHAPARRAL CITY WATER COMPANY, Inc,,
AN ARIZONA CORPORATION, FOR A
DETERMINATION OF THE FAIR VALUE OP
ITS UTILITY PLANT AND PROPERTY AND .
FOR INCREASES IN ITS RATES AND CHARGES
FOR UTILITY SERVICE BASED THEREON. OPINICN AND ORDER

11 DATES OF HEARING: December 5. 2008 (Pre-Hearing); December
10, 2008, and January 8 and 9, 2009.

I
8, 9, and I

PLACF OF HEARING: Phoenix, Arizona

Teena Wolfe
14

13
l.ADM1N1STRAT1VE LAW JUDGE:

15 r APPEARANCES:

16 I

Mr. Newman D. James and Mr. Jay L. Shapiro,
FENNEMORE CRAIG, on behalf of Chaparral City
Water Company, ¢

Ms. Michelle L. Wood, Attorney, on behalf of the
Residential Utility Consumer Office;17 l

H

r~19 i

18 Ms. Robin Mitchell, Ms. Amanda Ho, and Mr. Wesley
Van Cleve, Staff Attorneys, Legal Division, on behalf of 1
the Utilities Division of the Arizona Corporation I
Commission.

20

21

22

I

124

1
I

|
I

26

27

28

I
\

=..'\wulfe/ccwcfccwcLy1/07055 lo&o
I

I

I

12

75

I. .

i

I

I



it u

DOCKET NO. W-02113A-07-0551 I

I

I
1

229

I
I

I
1

The Company has appealed Decision No. 70441, and in Ibis proceeding, continues to

2 advocate applying the WACC directly to its FVRB, without any inflation adjustment, in order to

3 calculate the Company's authorized operating incomed RUCO advocates using the same

4 methodology in this case as that used in Decision No. 70441 to reach a FVROR, by deducting a

S general initiation component from the cost of equity in order to avoid double-counting iniiaiion

6 ("Method 1").227 Staffs FVROR proposal fn this case is based on the FVROR formula used in

7 Decision No. 70441, but with a change ro the application of the inflation adjustment. Staffs

8 I methodology removes the inflation component from both the cost of equity and the cost of debt 10

9 determine a FVROR ("Method 2"). Staff states that Method 1 remains a viable alternative for

10 computing the FVROR,M but that Method 2 benefits a utility by providing higher returns when

1 l g utility property appreciates at a rate exceeding the additional 1-enum required by investors due to

12 inflation.

13 E

14
The Company argues that application of the unadjusted WACC to FVRB is necessary to I

allow the utility to earn a fair return on the current value of its propeny.23° CCWC charges that the l
15

recommendations of Staff and RUCO are predicated on the view that the rate of return must be
16

reduced if the fair value of the utility's plant is used as its rate base, and that their FVROR.
17

18
approaches are "intended to: deprive Chaparral City of the benefit of the increase M value of its

,-2property. ' 31 CCWC continues to argue that the WACC can be directly applied to FVRB because the
19

WACC is a function of the ratio of debt in its capital structure, and do>es not depend on either the
20

21
amount of invested capital or the size of the rate base used to set rates, and that a market-derived rate

of return can appropriately be applied to a market-based rate base.232 The Company also argues that
22

application of the unadjusted WACC to FVRB is appropriate because the rate of return is not related
23

25

26

24 2:8 Company COC Brief at 27. The Company continues to argue issues previously decided in Decision No. 70441, and
some of those issues are discussed herein. The fact that this Decision does not again address some of the arguments re-
proffered by theCompany in this case, such as, for example, its arguments regarding market-based rate base and market-

1 derived return, does not change our analysis and determination thereon as set forth in Decision No. 70441.
227 tzuco coo Brief at 10, Rico coo Reply Brief at 10.
ii Staff coo Brief at 5.

27 H 214 Company COC Brief at 14.
731 Cc-mpany COC Briefat26. 27.

237rd. Ar #0, 22-23.

id.
.
\
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1

2

cost of capital. Alternatively, as discussed previously, this ROR would be equal to 7.40%

if the Commission were to apply this methodology to Staff's proposed cost of capital.

3

4 B. Rebuttal of RUC() Witness Dr. Ben Johnson.

5

6 Q- What is your general impression of Dr. Johnson's testimony regarding the ROR on

FVRB?7

8

9

10

11

12

13

14

15

16

17

Dr. Johnson recommends that the ROR on FVRB be derived by subtracting the full

estimated rate of inflation from the cost of debt and then subtracting the same full rate of

inflation again from the cost of equity. Such an adjustment is seriously flawed from both

a theoretical and practical perspective. Additionally, it is worth mentioning that this

methodology has already been considered and rejected by the Commission in Decision

No. 70441, and is also different from the approach advocated by RUCO in the follow-up

Chaparral City Water Company rate case (Decision No. 71308). In that case, RUCO

supported the approach previously adopted by the Commission in Decision No. 70441,

where a full rate of inflation was subtracted only from the equity portion of the cost of

capital.

18

19

20

Q. Please explain how Dr. Johnson's recommended approach is flawed from a

theoretical perspective.

21

22

23

24

25

26

27

Certainly. The Commission has traditionally determined that FVRB should be calculated

using a 50% weighting of original cost rate base ("OCRB") and a 50% weighting of

reconstruction cost new depreciated ("RCND") rate base, As recognized by the

Commission in Decision No. 71308, RCND is impacted by inflation, whereas OCRB is

stated in original nominal dollar terms. Since only 50% of FVRB is impacted by

inflation, the Commission determined that the ROR on FVRB should be determined by

subtracting only 50% of an inflation rate from the weighted average cost of capital. If the

A.

A.

16
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1 completely within its constitutional authority to craft a FVROR methodology that removed the effects

2 of inflIaiion.256

3

5

I

The Company's extensive arguments on brief in this case repeat the arguments made in the
4  I  .

1Remand Proceeding, and provide no basis for a deviation from our finding in those Decisions that

applying WACC to the FVRB would inappropriately allow inflation to be reflected in both the

6

7

8

WACC and in the FVRB, thus overstating inflation.257 The Company is correct that fair value

ratemaking recognizes increases or decreases in property values, which in this case is accomplished

through the use of a FVRB that includes an RCND component. In addition, fair value ratemddng
9

I

also recognizes the need for a fair return on the fair value of utility property. The Company's

I() proposal must be rejected, because a rate of velum leached by applying the WACC directly ro its

| FVRB which includes inmation would overcompensate for inflation, and would produce an excessive

12 return :Jr FVRB, thereby resulting lm-ates and charges that would be excessive, and therefore no! just

13 and reasonable,

14 |

15 In order to calculate the inflation factor in the WACC, both Staff and RUCO's methods

lg, subtracted the yields on Treasury inflation protected securities ("TIPS") from the yields on Treasury

17 securities with constant maturities, Staff used the 2.4 percent difference between the spot yields on a

18 920-year Treasury and a 20-year TIPS as a proxy for expected infllation.258 Because one half of the

19 I FVRB includes OCRB, which does not include inflation, Staff adjusted the 2.4 percent inflation

20 lg

I

I

I

21
I

" staff coe Reply Brief at 4.
47 See Decision No.70441 at 36.
zs Staff calculated its inmationadjustment as foHows:

9

23

24

25

20-yearTreasury Yield (as of 8/6/08)
less: 20-year TreasuryReal Yield (as of 8/6/08)
Returnrequired by investorsdue to inflation"
Times a 50% factor (to account for lack ofinflation in OCRB)

Inmation adjustment

4.7%
2.3%
2.4%
0.5
1.2%

I

26

2?

* Staffs Final Schedule PM(I~2 showed 25%, presumably due
torounding, whichiscorrected hereto2.4%

Staff Final Schedule PMC-2, Direct Testimony of Staff witness Pedro M. Chavez adopted by Staff witness David C.
Purcell (Exp. S-8) al 36-37, Direct TestimonyofStaff witness Gordon L. Fox (Exh. S-5)at4-1 } .

fr

28
I
I

I

I

I

22
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1

2

3

4

factor by one-halll resulting in an inflation adjustment to the WACC of 1.2 percent.259 RUCO used

historic average Treasury yields for the period 2001 through the f irst half of 2808 to reach its

inflation estimate and deducted 200 basis points from its unadjusted cost of equity to derive the return

that RUC() recommends be applied to the Company's FVRB.260

5
The Company disagrees with RUCOls 200 basis point inflation adjustment.2° 1 CCWC argues

6 that any inflation adjustment should be reduced by one-haltlto account for die fact that one-halfof the

7 FVRB is comprised of plant valued at its historic cost, and that if an inflation adjustment is found

8 appropriate in this case, the adjustment should not exceed 100 basis points.2'2 The Company

9 1. contends that Staffs methodology is more appropriate than RUCO's, arguing that because RUC()'s

10 inflation adjustment is based on historical information, it is not a good proxy for any future inflation

lcontajned in investors' expected equity retLu'ns.263 While the Company finds Staffs methodology

12 preferable, it disagrees with Staffs inputs, and argues that Staff should have used 5-year Treasuries I
13

14
instead of 20-year Treasuries, and that Staff failed to update its estimate to take into account current

inflationary expectations.2" At the hearing on January 9, 2009, Staffs witness Mr. Parcels testified
15

17

that during the current economic climate, economists' opinions of projected inflation would be a

16 II much better indicator of expected inflation, and stated that in recent testimony, he had found that the

H consensus forecast for inflation was 2 to 2.5 percent.2° 5 Mr. Parcell's testimony corroborates and

validates Staff's earlier 2.4 percent estimate, obtained using the Treasury yields as of August 6, 2008.
18

19

20

21

CCWC disagrees with Staffs Method 2 for calculating the FVROR. CCWC argues that it is

improper w apply an inflation adjustment to both the debt and equity portions of the Company's

capital structure, and that Method 2 erroneously treats the cost of its long-term debt as if it increases22

i

I

I

I

25

27

2 3
-259 Id.

24 260 RUCO Final Schedule TIC-36, Direct Testimony ofRUCO witness William A. Rigsby (Exh. R- la) at 62.
26) Company COC Reply Brief at 24.
162rd.

263Company COC Brief at 62.
1264 ld.
1265 Tr. at 748-749. Mr. Parnell's testimony was in response to a Federal Reserve Statistical Release ("FRSR") dated
' January 7, 2009, which the Company introduced at the hearing (Exp. A-17). Mr. Parcels testified that in normal times,

looking al the differential between long-term Treasury bonds and long-term interest rate swaps using the same maturity
may be a reasonable way to develop a proxy for inflation, but that in the current economic environment using the
differential is problematic because both instruments have been driven to such low levels.28

44 DECISLONNO. 71308
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I believe that my recommended cost of equity will provide UNSE
with a reasonable rate of return on the Company's invested
capital...As I noted earlier, the Hope decision determined that a
utility is entitled to earn a rate of return that is commensurate with
the returns it would make on other investments with comparable
risk. I believe that my DCF analysis has produced such a return.

Mr. Rigsby's statement on page 8 of his Direct Testimony, beginning on line 17, also

1

2

3

4

5

6

7

8

9

10

touches on his belief regarding the Company's ability to ham a reasonable ROR:

The FVROR that RUCO is recommending meets the criteria
established in the landmark Supreme Court cases of Blue field
Water Works & Improvement Co. v. Public Service Commission
of West Virginia (262 U.S. 679, 1923) and Federal Power
Commission v. Hope Natural Gas Company (320 U.S. 391, 1944).
Simply stated, these two cases affirmed that a public utility that is
efficiently and economically managed is entitled to a return on
investment that instills confidence in its financial soundness,
allows the utility to attract capital, and also allows the utility to
perform its duty to provide service to ratepayers.

Q. What financial analysis does Mr. Rigsby offer to support his conclusion that UNS

Electric will be provided with a "reasonable rate of return"?

12

13

14

15

16

17

18

19

20

None whatsoever, Nowhere does Mr. Rigsby evaluate the Company's ability to actually

earn its cost of capital under RUCO's rate recommendation. Instead, all he offers are

blanket assurances that the ROR recommended by RUCO will meet the requirements of

HopeandBluefield, and that the Company will be provided with a reasonable ROR.

Q. Will UNS Electric have an opportunity to earn its cost of capital if RUCO's revenue

requirement is adopted?21

22

23

24

25

26

27

No. The rate increase recommended by RUCO is $9.0 million less Hahn that requested by

UNS Electric. On an after-tax basis this equates to approximately $5.5 million in lost

income to the Company. After adjusting the forecasted net income and ending common

equity balances for 2011 presented in the table on page 18 of my Direct Testimony, I

estimate that UNS Electric will be able to cam a ROE of only 6.0% if RUCO's revenue

A.

25



requirement is adopted. This ROE is so low that it even falls below the Company's

7.05% cost of debt that Mr. Rigsby recommends as being reasonable.

Did any other witness for RUCO comment on the Company's ability to cam its cost

of capital?

No. Although RUC() witness Ben Johnson discusses the need to consider the Company's

financial condition and its relatively weak credit rating in setting rates, he did not provide

a forward-looking analysis of the Company's financial condition.

1

2

3

4 Q.

5

6 A.

7

8

9

10

11

12

Q, Based on the iinaneial impact of RUCO's rate recommendations, do you believe that

the adoption of RUCO's revenue requirement will result in earnings that are

sufficient to support UNS Electric's financial integrity?

13

14

15

16

17 v.

A. No, I do not. If RUCO's revenue requirement is adopted, UNS Electric simply will not

be provided with an opportunity to either am its cost of capital or attract new capital on

reasonable terms.

CHANGES TO PURCHASED POWER AND FUEL ADJUSTOR CLAUSE.

18

19

20

A. Rebuttal of Staff Witness Dr. Thomas H. Fish. I

21

22

23

24

Q. Mr. Grant, did Staff witness Thomas Fish concur with the Company's proposed

change to the interest rate on balances of under- and over-recovered PPFAC costs?

25

26

27

No, he did not. Other than pointing out that the proposed interest rate would not be

consistent with the interest rate currently applicable to UNS Gas and Southwest Gas

Company, the only rationale he offered (at page 47 of his Direct Testimony) is that "a

higher rate could provide a disincentive to reduce bank balances and become less inclined

A.

26
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1 Dr. Johnson, is akin to mixing apples and oranges with the intention of making pure

2 orange juice.

3

4 Q.

5

What are some of the practical problems with Dr. _lohns0n's recommended method

for determining the ROR on FVRB?

6

7

8

9

10

11

First and foremost, the ROR he derives is insufficient to support the financial integrity of

UNS Electric. Thus, even if his theoretical arguments were sound, the end result does not

comport with the fundamental goal of allowing a utility an opportunity to cam its cost of

capital and attract new capital on reasonable terms. Additionally, since Dr. Johnson

made no adjustment to the ROR on FVRB when adding the BMGS to rate base, UNS

Electric would not be able to fully recover the cost of capital that will be needed to

finance a purchase of that facility.12

13

14 Q- What does Dr. Johnson have to say regarding the practical effects of rate making on

UNS Electric?15

16

17

18

19

20

21

22

23

24

25

26

Dr. Johnson has quite a bit to say. For example, on page 4 of his Direct Testimony, lines

22-24, he states that "While there is no expectation that earnings will exactly match the

allowed rate of return, it is not in the public interest for the Company to achieve earnings

that are far below its cost of capital - particularly if this pattern were to be sustained for

several more years into the future." On page 7 of his testimony he also points out that

UNS Electric's bond rating and credit metrics are "a legitimate concern, particularly

since the UNS Electric ratings are currently near the low end of the industry range, and

any further degradation could put the Company below the 'investment grade' categories."

Finally, on pages 14-15 of his testimony, Dr. Johnson offers a potential solution to the

Company's "weak earnings," suggesting that the Commission allow "a slightly higher

return on the fair value rate base that would otherwise be approved."

27

A.

A.
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UNS Electric, Inc. / Rates
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2/4/2010

Vol. I

195

1

2

we got a financing order and the f act that they were

willing to defer the accounting treatment, but in my

3

4 Okay.

5

6

7

8

9

10

opinion it would have to go beyond that.

Moving on to fair value rate of return,

and I believe you had indicated, and this might have

been in your opening comments, I don't remember, that

the company was seeking a 9.04 percent rate of return if

the Black Mountain Generating Station was permitted as a

post test year adjustment with revenue neutral rate

classification, is that correct?

11 A.

12

13

14

15

16

Well, more precisely, 9.04 percent is the

weighted average cost of capital which we have used as a

proxy cost for the financing costs of Black Mountain,

which obviously then rolled into the calculation of the

approximate 7 mil per kilowatt hour rate

reclassification. And when you carry that over into the

17 rate of return on f air value rate base, because the

18

19

20

replacement cost, the way the Commission traditionally

determines it, and the original cost are nearly

identical, then we should alter the overall rate of

21 return on fair value rate base to take into account the

22

23 Q *

24

incremental cost of financing Black Mountain.

And that's where the 9.04 percent comes from°

I believe that's our weighted average cost ofA.

25 capital in this case.
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UNS Electric, Inc. I Rates

E-04204A-09-0206

2/412010

Vol. 1

207

1

2

accrue to the company

And that's why we can do a revenue neutralYes

3 rate reclassification, because the costs are very close

4

5 Q

6

7 How does the

8

9

10

11

to one another presently.

And again this may go to my lack of

understanding, but you are indicating that the treatment

the company is seeking is revenue neutral.

fact that there is differing f air value rates of return

play into whether it is included in rate base as you are

seeking here or if it were denied? You are getting an

increased f air value rate of return if it is included

12 into rate base, correct?

13

14

15

We would only be getting an increase -- think of

it this way, we are asking for a 6.88 percent rate of

return on f air value rate base that excludes Black

16 Mountain

17

We are asking for a 9.04 percent rate of

return of f air value rate base for Black Mountain. The

18

19

20

21 side of our business.

22

23

blending of those two, the weighted average is 7.29

percent, I believe. It is not that adding Black

Mountain would make us any more profitable on the wire

It is just you would need a

higher composite rate of return on fair value rate base

to cover the financing costs of Black Mountain. And

24

25

that 9.04 percent is embedded in these numbers, in this

graph that I have just shown you.

Arizona Reporting Service, Inc. www.az-rep0rting.4:om

Court Reporting & Videoconferencing Center

A.

A.
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Vol. ll

224

1

2

3

again, the f air value rate base and original cost to

Black Mountain are almost identical. They are very

close, within a million dollars of each other, I

4 believe .

5 Q We will get to that part later but I just wanted

6 to understand this schedule right now

7 So this would be the incremental revenue

8

9 So the column or the row that says return,

that's the additional cash that UNSE would receive if

requirement effect.

Q.

10

11 this were, if this treatment were adopted by the

12 Commission?

13 A. Well, the return is the amount that would be

14 available to service the additional debt and equity

And than15 invested in Black Mountain at UNS Electric.

16

17

down below you will see the different operating expense

that, when added to the return amount, total

18 $10.86 million. That would be the total dollar amount

19 flowing into UNS Electric to own and operate the Black

And that would be, I20

21 Erdwurm can confirm

22

23

Mountain Generating Station.

believe, roughly the amount, and Mr.

this, that would be roughly the amount that would be

reclassified out of the base power supply rate and into

24 the non fuel base rate

25 Q Let me ask you this, kind of a real simple

Arizona Reporting Service, Inc. www.az-reportingmom

Court Reporting & Videoconferencing Center

A.

(602) 274-9944

Phoenix, AZ
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245

1

2 Yes. So you

3

original cost because it is a new piece of plant°

A. It entered service in May of 2008.

would have between May of 2008 and the December test

4

5

6

7

year, you would have seven months of escalation under

the Handy Whitman index t1'1at ' s typically used to

calculate reproduction cost. I  believe I  can probably

look at Schedule B in the Black Mountain schedules and

8 point that out I t  i s , I  bel ieve they are within

9 a mil l ion dol lars or so of each other, the f air value

10 and original cost for Black Mountain

11 Q

12

13

14

Why would it be appropriate to pull out the new

plant and have a special rate of return applied to it

and not pull out the almost depreciated plant and apply

a special  rate  of  return on i t?

A.15 Well, I  be l ieve  the, I  believe the concern, I

16 believe one of the issues surrounding how to calculate

17

18

19

rate of return on f air value rate base is this concept

of double counting of inflation that's embedded in the

replacement cost that's built into f air value. And when

20

21

22

you look at our plant excluding Black Mountain, you

know, that's plant that has been in service for a number

And we have made additions to it over time.of years I

23 There is a significant amount of inflation built into

24 that replacement cost

25 And so, yes, it probably is appropriate as

Arizona Reporting Service, Inc. www.az-reporting./mm
Court Reporting & Videoconferencing Center

(602) 274.9944
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1

2

identified in the Chaparral cases to subtract an

inflation component from the cost of capital in deriving

that rate of return on f air value rate base.3 For this

4 increment of plant which, as of the end of the test

5

6

7

8

9

year, was almost brand new, where replacement cost is

near ly  iden t ica l  to  o r ig ina l  cos t , there  is  no  s imi lar

need to make an inflation adjustment to the weighted

average  cost o f  capita l  to  come up with the  rate  o f

return on fair value rate base, that increment of rate

10 b a s e  . That's the distinction.

11 Q But isn't the difference between plant that's

12

13

14

15 A.

16

17

18

19

almost completely depreciated and the reconstruction

cost new probably a lot higher than inflation, if you do

a 50/50 weighting?

Well, my own, my rejoinder testimony I point out

that the escalation rates that applied to the vast

majority of this non-Black Mountain rate base, I looked

at it over the last 25 years, the average escalation

rate I believe, if I could turn to the schedule, it is

20 5

21

Exhibit KCG~ attached to my re jointer testimony, the

average escalation rate on a weighted average basis, and

22

23

24 The

25

this covers approximately 85 percent of our plant in

serv ice  a t  tes t  year , that weighted average escalation

rate  over the  past 25 years  is  3 .3  percent.

consumer price index over that same period of time went
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1 Q_ In the Arizona Court of Appeals ruling that led to Commission Decision No. 70441,

2 did the Court specify any particular method for the determination of an appropriate

ROR on FVRB ?3

4

5

6

My non-legal understanding of that decision is that, although the Court found the method

used in the original Chaparral Decision to be unconstitutional, no particular method of

detemiining the ROR on FVRB was specified by the Court.

7

8 Q- Why is UNS Electric requesting a ROR on FVRB of 6.88%?

9

10

11

The Company believes that the requested ROR, when applied to the proposed FVRB, will

be sufficient to provide UNS Electric with a reasonable opportunity to earn its proposed

cost of capital and to attract new capital on reasonable terms while limiting the impact of

its rate request on customers.12

13

14 Q- How was the Company's revenue requirement and requested rate increase impacted

by the decision to use a 6.88% ROR on FVRB?15

16

17

18

19

Relative to the value of 7.99% that would be obtained using Staff's recommended

methodology in Mr. Fox's Direct Testimony described above, the requested 6.88% ROR

on FVRB reduced the Company's non-fuel revenue requirement and requested rate

increase by $4.8 million.

20

21 Q-

22

If the Company's proposed investment in the BMGS is included in rate base, should a

different ROR be applied to this increment of FVRB?

23

24

25

26

27

Yes. Since UNS Electric will have to raise new capital to complete this purchase, and

since the fair value of this investment is very close to the original cost of the BMGS net of

accumulated depreciation (as determined by UNS Electric witness Dallas J. Dukes), it is

appropriate to apply the Company's WACC to this increment of FVRB. The Company's

current WACC of 9.04% as determined by UNS Electric witness Martha B. Pritz should

A.

A.

A.

A.

15



1 therefore be applied to the FVRB associated with the BMGS.

2

3 Q- What composite ROR on FVRB would be obtained if the BMGS is included in rate

base?

The resulting ROR on FVRB is 7.29%. This value is calculated on a weighted average

basis as follows:

(S Thousands) FVRB % Total ROR Wtd. Avg.

Excluding BMGS $265,152 80.86% 6.88% 5.56%

4

5

6

7

8

9

10

11

BMGS $62,778 19,14% 9.04% 1,73%

Total with BMGS $327,930 100.00% 7.29%

Iv. TIMING OF RATE RELIEF.

Q- On what date does UNS Electric propose that its requested base rate increase be

effective?

Any date on or before June 1, 2010,

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- What is the significance of June 1, 2010?

27

This is the date on which UNS Electric's PPFAC rate is scheduled to be re-set. In order to

avoid confusion on the part of certain customers, it would be best if the PPFAC and base

rate changes were made simultaneously on customer bills. This date also coincides with

the beginning of the Company's peak summer sales season of June through September, and

would allow the Company an opportunity to begin earnings its cost of capital in 2010

instead of 2011. Finally, the date of June 1, 2010 falls approximately 13 months after the

filing of this rate application and 17 months after the test-year ending December 31, 2008.

Since the Company is presently not recovering its full cost of service, and is earning

A.

A.

16
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1 Q- Please explain how the ROR value would be obtained using the approach adopted in

Decision No. 70441.2

3

4

5

6

7

Certainly. In that decision, the ROR on FVRB was derived by adjusting the cost of

equity downward by the expected rate of inflation. Using the WACC recommended by

UNS Electric witness Martha Pritz, and the long-terrn inflation rate of 2.1% also

identified by Ms. Pritz in her cost of equity analysis, the following result would be

obtained for UNS Electric:

8

9

10
Long-Term Debt
Common Equity
Total

% of Capital
Structure .._

54.24%
45.76%

100.00%

Modified
Cost *

7.05%
9.30%

Weighted
Average Cost

3.82%
4.26%
8.08%11

12
* Note: Modified most of equity = 11.40% - 2.10% = 9.30%.

13

Please explain  how the ROR value would be obtained using the approach

recommended by the Commission Staff in the current Chaparral rate proceeding.

16

17

18

19

20

21

Staffs methodology, which is explained in the Direct Testimony of Gordon L. Fox, dated

October 3, 2008, in Docket No. W-02113A-07-0551, employs a different inflation rate

adjustment. Instead of adjusting only the cost of equity by the full rate of inflation, the

modified approach adopted by Mr. Fox adjusts both the cost of debt and cost of equity by

one-half of the expected rate of inflation. Using the same 9.0 WACC and 2.1% expected

rate of inflation referenced above, the following result would be obtained for UNS Electric:

22

23

24 Long-Term Debt
Common Equity
Total

% of Capital
Stnlcture

54.24%
45.76%

100.00%

Modified
Cost *

6.00%
10.35%

25

Weighted
Average Cost

3.25%
4.74%
7.99%

26 * Note: Modif ied cost of debt = 7.05% - 1.05% = 6.00%.
Modified cost of equity = 11.40% - 1.05% = 10.35%.

27

A.

A.

14



1 therefore be applied to the FVRB associated with the BMGS.

2

3 Q- What composite ROR on FVRB would be obtained if the BMGS is included in rate

base?

The resulting ROR on FVRB is 7.29%. This value is calculated on a weighted average

basis as follows:

($ Thousands) FVRB % Total ROR Wtd. Avg.

4

5

6

7

8

9

10

Excluding BMGS $265,152 80.86% 6.88% 5.56%

BMGS $62,778 19,l4% 9.04% 1.73%

Total with BMGS $327,930 100,00% 7.29%

Iv. TIMING OF RATE RELIEF.

11

12

13

14

15

16

17

Q- On what date does UNS Electric propose that its requested base rate increase be

effective"

Any date on or before June 1, 2010.

18

19

20 A.

21

22

23

24

Q- What is the significance of June 1, 2010"

25

26

1,

27

This is the date on which UNS Electric's PPFAC rate is scheduled to be re~set. In order to

avoid confusion on the part of certain customers, it would be best if the PPFAC and base

rate changes were made simultaneously on customer bills. This date also coincides with

the beginning of the Company's peak summer sales season of June through September, and

would allow the Company an opportunity to begin earnings its cost of capital in 2010

instead of 2011. Finally, the date of June 2010 falls approximately 13 months after the

filing of this rate application and 17 months after the test-year ending December 31, 2008.

Since the Company is presently not recovering its full cost of service, and is earning

A.

A.

16



261



BEFORE THE ARIZONA CORPORATION COMMISSION1

2

3

4

5

COMMISSIONERS
KRISTIN K. MAYES - CHAIRMAN
GARY PIERCE
PAUL NEWMAN
SANDRA D. KENNEDY
BOB STUMP

6

7

8

9

) DOCKET no. E-04204A-09-
)

10

11

12

IN THJ8 MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA.

13

)
)
)
)
)
)
)
)
)

14

15

16
Direct Testimony of

17

18
D. Bentley Erdwurm

19

20
on Behalf of

21

22
UNS Electric, Inc.

23

24
April 30, 2009

25

26

27



1

2

3

4

5

6

7

If the proposed rates produce class revenues resulting in each class earning its required

return on invested capital, we say that "parity" has been reached. This is typically

characterized as a "return index" (actual return/ required return) of one (l00%) for each

class. The CCOSS is designed to clearly present the costs and the allocation factors

applied to the costs. The cost model also includes sections summarizing costs, a list of

the allocation factors, and a revenue requirements summary. The G Schedules of the

filing are assembled using the results of the CCOSS.

8

9 Q. In the rate designprocess, did you achieve parity?

10

11

12

13

No. The impact on customers must be weighed against the benefits of moving to cost-

based rates. The Company's approach promotes "gradualism." It avoids large

percentage differences in class revenue increases. In other words, we balanced the

future need to move each class towards rates that are more reflective of cost of service

while recognizing that such a move must be tempered with other factors like

gradualism, and the avoidance of "rate shock".

14

15

16

17 v. NORMALIZATION ADJUSTMENT TO CARES DISCOUNTS.

18

19

20

Q- Please explain this normalization adjustment.

21

22

Subscription to the CARES program is increasing. A normalization adjustment of

$61,797 adjusts the CARES discounts from their test~year level of $690,468 to

$752,265, which better approximates discounts that will prevail when rates are in effect.

23

24

25

26

27

A.

A.

18
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1 A. Response to RUCO Witness Dr. Ben Johnson - Residential Rate Design.

2

3 Q-

4

5

6

Dr. Johnson has proposed that the residential customer charge be decreased from

$7.50 per month to $5.00 per month, and has proposed adding a third rate block

priced at two cents per kph over the first rate block. Do you agree with these

residential rate design recommendations?

7

8

No. The Company appreciates Dr. J johnson's acknowledgement that progress has been

made in promoting conservation in rates. Dr. Johnson, however, has not adequately

considered the adverse potential impact of his proposals on UNS Electric's financial

condition. Dr. Johnson's proposals do not align UNS Electric's need to have a

9

10

l l

12

reasonable opportunity to recover its revenue requirement with efforts to promote energy

including development of enhanced Demand Sideefficiency and conservation

13

14

Management ("DSM") programs.

15

16

17

18

19

20

21

22

The Company incurs fixed costs for establishing and maintaining service. These actual

embedded costs include costs of metering, meter-reading, billing and customer service,

and customer-specific equipment at the customer's premises. Dr. Johnson is attempting

to incorporate marginal costing principles into unbundled rates that instead should reflect

the average embedded costs of providing customer-related services. By doing so, his

proposed residential customer charge is substantially understated and does not cover the

costs of items that are typically classified as customer-related and appropriate for

inclusion in the customer charge.

23

24

25

26

Dr. Johnson's methodology is also inconsistent with methodologies previously used to

derive customer charges for UNS Electric. The Company's customer charge

methodology is an accepted embedded average cost approach that restrains the size of

27

A.

5
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1 Q-

2

UNS Electric proposes to increase the residential monthly customer charge to $8.00

from $7.50. How does that charge compare to the residential customer charges of

other Arizona electric utilities?3

4

5

6

7

8

9

10

11

12

13

The $8.00 residential customer charge is in line with the customer charges of other

electric utilities, including:

Arizona Public Service Company ("APS") ($7.50 per month for non-Time of Use

rate plans to $15.00 per month for TOU rates. A substantial percentage of APS

residential customers are TOU customers),

Tucson Electric Power Company ("TEP") ($7.00 per month for non-TOU to

$8.00 per month for TOU), and

Salt River Project ("SRP") ($12.00 per month for non-TOU to $15.00 per month

for TOU in some months).

UNS Electric is also proposing an $8.00 monthly residential charge for its proposed

residential TOU rates.14

15

16 and the

17

18

Considering the number of residential customers .- both non-TOU and TOU

number of customers served by the three aforementioned companies, the proposed UNSE

residential monthly customer charge of $8.00 is actually less than the weighted average

customer charge paid by residential customers of the three companies listed above.19

20

21

22

23

24

25

26

27

A.

4
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294

We have issues of

2 But

3

4

5

6

revenue stability even with our proposed rates.

given that there is already an issue with revenue

stability, my feeling was that lowering the customer

charge increased increases that volatility. And, also,

Dr. Johnson's $5 customer charge is much lower than what

'7

8

9 And

10

11

12

13

we see for three of the large companies in the state.

SRP has a $12 per month residential customer charge.

APS has like a $7.60 residential customer charge.

TEP, which was settled a little while ago, I think even

before this file, quite a bit before this filing, has a

$7 per customer charge. But on average the charges are

much higher than $5 and even higher than $8 which is

14

15

16

what we propose.

Q. Turn to page, your rebuttal testimony, page 8.

On line 15 and 16, you say UNS Electric needs a rate

17

18 Can you

19

20

structure that recognizes it is a provider of electric

service and not simply a seller of a commodity.

explain what you mean by that.

A. Yes The business model, most businesses

21

22

23

including utilities in the past operated with a business

model where we earn a certain margin on each of the, on

And what we are f aced

24

each unit of product we sell.

with is a public policy concern that we need to promote

conservation.25
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1 • Inlemlptible Power Service - IPS~TOU

2

3

4

5

6

7

8

9

10

All of these tar iffs consist  of both a  Summer (May through October) and Winter

(November through April) billing cycle. The Summer On-Peak period is 2:00 p.m, to

6:00 pm. and Summer Shoulder Periods are Noon (12:00 p.m.) to 2:00 p.m. and 6:00

p.m. to 8:00 p.rn. The Winter On-Peak Periods are 6:00 a.rn. to 10:00 a.m. and 5:00 p.m.

to 9:00 p.m. All other hours are Off-Peak. For residential customers, all weekend hours

(and all hours for six selected holidays) are Off-peak. For other customer classes, the

TOU hour designation applies every day. The Commission approved these TOU pricing

plans in Decision No. 70440 (July 28, 2008).

11

12 Q- What exactly is UNS Electric proposing to do to the Residential TOU pricing plan?

13

14

15

16

17

UNS Electric has adjusted the base power supply charges so there is more of a difference

between the per-kWh On-Peak charge (in both sumner and winter) as compared to the

Shoulder-Ped< and Off-Peak charges. For the Summer period, the Shoulder-Peak charge

would be proportionally higher than the Off-Peak charge. This will provide a more

accurate and pronounced price signal to customers that using energy during peak periods

is substantially more expensive than during other periods of the day.18

19

20 Q.

21

Can you show what the relative differences are between the various base power

supply charges and how that will change under UNS Electric's proposal?

22

23

24

25

26

27

Certainly. Under UNS Electric's current TOU rate design (Pricing Plan RES-01 TOUR

A), during the summer: (1) the Off-Peak base power supply charge is about 84% of the

On-Peak charge, (2) the Shoulder-Peak base power supply charge is about 89% of the

On-Peak charge, and (3) the Off-Peak base power supply charge is about 94% of the

Shoulder-Peak charge. During the winter, the Off-Peak base power supply charge is

about 81% of the On-Peak charge.

A.

A.

21



1

2

3

4

5

6

Under UNS Electric's proposal (Pricing Plan RES-01 PSI-IFT), during the summer: (1)

the Off-Peak base power supply charge would be about 34% of the On-Peak charge, (2)

Shoulder-Peak base power supply charge would be about 47% of the On-Peak charge,

and (3) Off-Peak charge would be about 72% of the Shoulder-Peak charge. During the

winter, the Off-Peak base power supply charge would be about 26% of the On-Peak base

power supply charge.

7

8

9

10

11

Q_ Is UNS Electric proposing to increase the percentage difference between On-Peak,

Shoulder-Peak, and Winter-Peak base power supply charges for non-residential

customers?

Yes. UNS Electric believes all five of its TOU rate schedules should have larger

differences between the base power supply charges because non-residential customers

should see those same price signals and have the same incentive to shift usage to less

expensive periods of the day.

12

13

14

15

16 Q.

17

18

19

20

21

22

23

24

25

26

Are the differentials between the various base power supply charges going to be the

same under the Non-Residential TOU Pricing Plans"

Not exactly. The new TOU pricing plans have similar differentials between the base

power supply charges for each customer class, but they will not be the same. For

example, under the proposed Small General Service TOU pricing plan (SGS-10 PSHFT),

during the summer: (1) the Off-Peak base power supply charge would be about 34% of

the On-Peak charge, (2) Shoulder-Peak base power supply charge would be about 53% of

the On-Peak charge, and (3) Off-Peak charge would be about 64% of the Shoulder-Peak

charge. During the winter, the Off-Peak base power supply charge would be about 28%

of the On-Peak base power supply charge. Differentials will differ by customer class

because the classes have different usage profiles. For example, small general service

27

A.

A.

22
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1

2

3

will be able to receive the appropriate benefit of properly managing their electrical

usage. Larger differentials in non-residential TOU base power supply charges offer

enhanced saving opportunities to non-residential TOU customers as well.

4

5 Q. How do your proposed TOU rates compare to the TEP's TOU rates?

6

7

8

9

10

The larger peak, shoulder and off-peak differentials in UNS Electric's proposed

residential TOU rate are consistent with the larger differentials found in TEP's approved

Residential Time-of-Use Pricing Plan 70. The larger differentials are more effective in

inducing customers to shift usage in order to reduce costs, thereby helping a utility

improve its load profile and avoid costly capacity additions,

11

12 Q- Will these proposed TOU rates replace the current TOU rates with the smaller

TOU differentials?13

14

15

Yes. UNS Electric proposes that customers on the current TOU option have a choice

between the proposed TOU pricing plans, or the standard non-TOU pricing plan.

16

17 Q~ Why is UNS Electric proposing changes to its TOU pricing plans that may reduce

revenues for UNS Electric?18

19

20

21

22

23

24

Customer savings means revenue losses for UNS Electric, but the Company sees long-

tenn benefit in curbing peak usage. Load shifting helps lower peak demand, which can

help defer capacity additions. These are real benefits for both the Company and its

customers. There likely will also be a short-term benefit to the extent that usage is

shifted to off-peak periods, and off-peak incremental costs are lower than on-peak and

shoulder~peak incremental costs.

25

26

27

Additionally, several UNS Electric customers have indicated that they expected larger

savings and a bigger reward when shifting load from peak than the savings they currently

A.

A.

A.

24
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1 C Interruptible Power Service - IPS-TOU

2

3

4

5

6

7

8

9

10

All of these tar iffs consist  of both a  Summer (May through October) and Winter

(November through April) billing cycle. The Summer On-Peak period is 2:00 p.m. to

6:00 p.m. and Summer Shoulder Periods are Noon (12:00 p.m.) to 2:00 p.m. and 6:00

pm. to 8:00 p.m. The Winter On-Peak Periods are 6:00 a.m. to 10:00 a.m. and 5:00 p.m.

to 9:00 p.m. All other hours are Off-Peak. For residential customers, all weekend hours

(and all hours for six selected holidays) are Off-peak. For other customer classes, the

TOU hour designation applies every day. The Commission approved these TOU pricing

plans in Decision No. 70440 (July 28, 2008).

12 Q- What exactly is UNS Electric proposing to do to the Residential TOU pricing plan?

13

14

15

16

17

18

UNS Electric has adjusted the base power supply charges so there is more of a difference

between the per-kWh On-Peak charge (in both summer and winter) as compared to the

Shoulder-Peak and Off-Peak charges. For the Summer period, the Shoulder-Peak charge

would be proportionally higher than the Off-Peak charge. This will provide a more

accurate and pronounced price signal to customers that using energy during peak periods

is substantially more expensive than during other periods of the day.

19

20 Q-

21

Can you show what the relative differences are between the various base power

supply charges and how that will change under UNS Electric's proposal?

22

23

24

25

26

27

Certainly. Under UNS Electric's current TOU rate design (Pricing Plan RES-01 TOU-

A), during the summer: (1) the Off-Peak base power supply charge is about 84% of the

On-Peak charge, (2) the Shoulder-Peak base power supply charge is about 89% of the

On-Peak charge, and (3) the Off-Peak base power supply charge is about 94% of the

Shoulder-Peak charge. During the winter, the Off-Peak base power supply charge is

about 81% of the On-Peak charge.

A.

A.

21
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1

2

customers use around 14% of the annual kph during the summer peak period, while

residential customers use only around 10% of usage during the summer on-peak period.

3

4 Q-

5

What are the benefits of UNS Electric's proposal to increase the percentage

differentials to the TOU base power supply charges?

6

7

8

9

10

11

12

13

14

15

16

There are two main benefits. First, larger price differentials between On-Peak,

Shoulder-Peak and Off-Peak periods mean customers will see a bigger gap between the

price they pay for On-Peak power as compared to Shoulder-Peak or Off-Peak power.

This will provide an enhanced incentive to shift load to off-peak periods. In other

words, larger differentials increase the relative price of on-peak service and decrease the

price of off-peak service. This should lead to more customers using less energy at peak

times, and "shifting" the demand or load to other times in the day. By shifting load to

off-peak periods, this helps reduce the need for UNS Electric to find capacity during

peak times when that capacity is most expensive and is also in the shortest supply. So,

larger differentials should ease the burden on the Company to acquire the most costly

power during these peak periods.

17

18

19

20

21

22

23

24

25

26

27

Second, this design allows customers who save money under the current TOU rates to

save even more under the proposed changes to the existing TOU pricing plans.

Consider, for example, an average residential customer who is able to shift 30% of

summer peak usage to summer shoulder, 25% of summer shoulder to summer off-peak,

and 20% of winter peak usage to winter off-peak. This customer would save 5.1%

annually under the proposed time-of-use design. That is over 2.5 times more than the

i.9% annual savings to be realized under the current TOU tariffs. So, increasing the

percentage difference between the base power supply charges in the TOU rate structure

will allow residential customers to increase their savings annually on UNS Electric bills

as compared to the corresponding non-time-differentiated rate. Thus, our customers

A.

23
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1

2

3

will be able to receive the appropriate benefit of properly managing their electrical

usage. Larger differentials in non-residential TOU base power supply charges offer

enhanced saving opportunities to non-residential TOU customers as well.

4

5 Q- How do your proposed TOU rates compare to the TEP's TOU rates?

6 A.

T

8

9

10

The larger peak, shoulder and off-peak differentials in UNS Electric's proposed

residential TOU rate are consistent with the larger differentials found in TEP's approved

Residential Time-of-Use Pricing Plan 70. The larger differentials are more effective in

inducing customers to shift usage in order to reduce costs, thereby helping a utility

improve its load profile and avoid costly capacity additions.

11

12 Q. Will these proposed TOU rates replace the current TOU rates with the smaller

TOU differentials?13

14

15

Yes. UNS Electric proposes that customers on the current TOU option have a choice

between the proposed TOU pricing plans, or the standard non-TOU pricing plan.

16

17

18

Q. Why is UNS Electric proposing changes to its TOU pricing plans that may reduce

revenues for UNS Electric?

19

20

21

22

23

24

Customer savings means revenue losses for UNS Electric, but the Company sees long-

term benefit in curbing peak usage. Load shifting helps lower peak demand, which can

help defer capacity additions. These are real benefits for both the Company and its

customers. There likely will also be a short~term benefit to the extent that usage is

shifted to off-peak periods, and off-peak incremental costs are lower than on-peak and

shoulder-peak incremental costs.

25

26

27

Additionally, several UNS Electric customers have indicated that they expected larger

savings and a bigger reward when shifting load from peak than the savings they currently

A.

A.

24
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1

2

3

4

received with the present TOU rates. UNS Electric is committed to an expanding TOU

program that is viewed positively by customers. All of these benefits will be better

achieved if the Commission approves the Company's proposal to restructure the TOU

rates and increase the percentage differences between On-Peak, Shoulder-Peak and Off-

Peak charges as described above.5

6

7

8

Q, Please provide a copy of your proposed Time-of-Use Rates.

9

They are included with the proposed tariffs attached as Exhibit DBE-ZA, DBE-2B,

DBE-3A and DBE-3B.

10

11 3. Super-Peak Demand Response Rates.

12

13 Q- Please briefly discuss your proposed Super-Peak Demand Response rates.

14 In the recent Tucson Electric Power Settlement, which served as the basis for the rate

15

16

17

18

19

20

21

22

23

24

25

26

27

proposals approved by the Commission in Decision No. 70628 (December 1, 2008),

TEP agreed to propose a set of demand response programs aimed at reducing peak

demand and helping to defer capacity additions. In that docket, TEP subsequently

proposed a set of "Super-Peak" Time-of-Use rates for residential customers and for

General Service customers with demands of less than 3 MW (3 ,000 kW). This type of

rate design designates for the customer a single, "super-peak" summer hour with

consumption for that hour priced significantly higher than consumption for any other

hour of the day. The super-peak hour does not apply on weekends or selected holidays.

The single hour chosen will start at either 2:00 p.m., 3:00 p.rn., 4:00 p.m. or 5:00 pm.

for summer months. Keeping the super-peak period to a single hour allows the

customer to make drastic reductions in usage during a critical time, without causing

undue inconvenience or discomfort. Customers reducing load during the peak hour are

also likely to save money. This approach is very well suited to our extreme desert

A.

A.

25
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1 Q- Does this mean the Company is forever opposed to a real-time pricing option at

2 some time in the future"

3

4

5

6

No. The Company may consider a real-time pricing rate as part of its DSM programs.

UNS Electric does not see a real time pricing rate and the Super-Peak rates as mutually

exclusive alternatives. In time, UNS Electric could potentially implement both programs.

These rates may appeal to different customer groups.

7

8 Q- How will a customer's peak hour be chosen under the Super-Peak rate"

9

10

11

12

13 Exhibit

14

15

16

A customer's peak hour will be based on the last two digits of his street address, an

objective, non-changing metric. A non-changing metric prevents the customer from

calling back to get a different peak hour. Having the customer choose his own peak hour

creates an "adverse selection" issue that Dr. Johnson recognized and that I discuss below.

The "last two digits" peak hour selection criterion is also easy to implement.

DBE-4 shows the peak hour  associa ted with each of the 100 two-digit  address

combinations ("00" through "99"). Exhibit DBE-5 shows proposed tariffs with the

Exhibit DBE-4 peak hour I address combination information included.

17

18 Q- Please explain the adverse selection concern you noted in your previous answer.

in A.

20

21

22

23

24

Dr. Johnson correctly noted that the Company is concerned about the issue of adverse

selection that could occur if the customer chose the peak hour- If customers could choose

the peak hour, then they would choose the hour in which they were already restricting

usage. Consequently, there would be less beneficial load shifting if customers could pick

their own hour. Since the Super-Peak rates are optional, a customer assigned an hour he

sees as undesirable has the regular TOU rate as an additional rate option.

25

26

27

A.

A.

18
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1

2

3

4

5

received with the present TOU rates. UNS Electric is committed to an expanding TOU

program that is viewed positively by customers. All of these benefits will be better

achieved if the Commission approves the Company's proposal to restructure the TOU

rates and increase the percentage differences between On-Peak, Shoulder-Peak and Off-

Peak charges as described above.

6

7 Q.

8

Please provide a copy of your proposed Time~of-Use Rates.

They are included with the proposed tariffs attached as Exhibit DBE-2A, DBE-2B,

DBE-3A and DBE-313.9

10

l l 3. Super-Peak Demand Response Rates.

12

13

14

Q, Please briefly discuss your proposed Super-Peak Demand Response rates.

In the recent Tucson Electric Power Settlement, which served as the basis for the rate

15

16

17

18

19

20

21

22

23

24

25

26

27

proposals approved by the Commission in Decision No. 70628 (December 1, 2008),

TEP agreed to propose a set of demand response programs aimed at reducing peak

demand and helping to defer capacity additions. In that docket, TEP subsequently

proposed a set of "Super-Peak" Time-of-Use rates for residential customers and for

General Service customers with demands of less than 3 MW (3,000 kW). This type of

rate design designates for the customer a single, "super-peak" summer hour with

consumption for that hour priced significantly higher than consumption for any other

hour of the day. The super-peak hour does not apply on weekends or selected holidays.

The single hour chosen will start at either 2:00 p.m., 3:00 p.m., 4:00 p.m. or 5:00 p.m.

for summer months. Keeping the super-peak period to a single hour allows the

customer to make drastic reductions in usage during a critical time, without causing

undue inconvenience or discomfort. Customers reducing load during the peak hour are

also likely to save money, This approach is very well suited to our extreme desert

A.

A.

25
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1

2

3

4

5

6

7

8

9

Super-Peak option will be a very useful experiment to help quantify price elasticity at the

most critical peak periods. We can "study" this issue at length, but we ultimately will not

have good elasticity estimates for this service territory over a wider range of prices until

we implement the rate. The only meaningful results will come with the implementation

of a Super-Peak option, which can then be adjusted and refined once the Company

collects the necessary data. The aggressive conservation and load shifting targets being

considered by the Commission may necessitate the consideration of innovative, but

heretofore untested new programs that may require some "fine-tuning" in the future.

Super-Peak TOU is such a program.

10

11 Q- How difficult will it be to implement the Super-Peak option?

12

13

As proposed by UNS Electric, Super-Peak will be easy to implement and does not require

It  is  a lso incredibly easy for

14

expensive communications equipment installation.

customers to understand and implement. It allows customers with programmable

15

16

17

thermostats ro, for example, set summer thermostats between 85 and 90 degrees during

the peak hour and rely on fans. UNS Electric believes that customers will be willing and

able to adjust their lifestyles so as to capitalize on the rate.

18

19 Q- Does Dr. Johnson agree with the Company's approach"

20

21

22

23

24

Dr. Johnson prefers a real-time rate with a price that varies with specific circumstances.

At this time, Dr. Johnson's rate will be more costly to implement and harder for the

customer to benefit from and to understand. Pre-programming thermostats would not be

as effective. Also, we do not believe that residential customers have time to watch

monitors telling them how expensive usage will be at a particular time.

25

26

27

A.

A.

17
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Floral Sch8dul8s

UNS Electric, Inc.
Comparison art Present and Proposed Rates

Tag! Year Ended December 31 , 2008

Sdmedule H-3 . SUPPLEMENTAL
Page 1 oil

Increase
Preses Rate Proposed Rate $ %

Resldentlal Service
Customer Charge
Energy Charge 1st400 kwhs
Energy Charge, all additional kWh
Base Power Supply Charge, all kwhs
PPFAC

57,50
s0.011255
50,021259
80,077993
50014746

Sana
50.020070
50.030084
50.074812
50.000000

$0.50
$0.00aa15
$0.008B15

.$0,003181
-50.014746

687%
78.32%
41.45%
-4.08%

-100.00%

Resldentlal Sawkze CARES
CuslnmerCharge
Energy Charge 1st 400 kwh8
Energy Charge, all additional kWh
Base Power Supply Charge, all kwhs
PPFAC

$T.50
50.011255
50.021259
$0.0/7993
80.014746

$3.50
$0.011255
s0.021269
50.071660
s0.000000

-$4 .of
$0.000000
$0.000000
-$0_006333
-50.014746

-53,33%
0.00%
0.00%
-8. 12%

-100.00%

ResidentialTlma ¢>f Use Rates, all kwhs

(These rateswould Include all Deliverycharges above and replace The Base PowerSupply charge)

Summer on-peak 50.102088

Sumtmer Shoulder 50.077993

Summer off-peak $0.07'2092

$0.159138

50.074812

50.054158

$0.057052

-50.803151

-50.017934

55.89%

-4_08%

-24.B8%

Winlar on-peak

Winier of-oeak

$0.1020se

$0.0ea5ss

50.159138

$0.041894

50.057052

40.026694

55.89%

-38.92%

Small General Service

Oustomer Charge

Energy Charge 1st400 kwhs
Energy Charge, all additional kWh
Base Power Supply Charge, all kWh
PPFAC

$12.00
50.022449
50.032483
W075738
50.014746

$12.50

50.032440
$0.04245a
91072849
so.oo0ooo

so
50.009991
s0.o0sss1

-$0.0030a9
.$0_014748

4.17%
44.50%
30.T8%
-4.08%

-100.00%

Small General Sewlce Time of Use Rates, all kwhl

(These rates would include ail Delivery charges above and replace The Base Power Supply charge)

Summer on-peak 50.097108 $0.136759

Summer Shoulder 80.0757aa 80.072649

Summer off~peak 50,06710B 50.04s759

50.039551

.50_D030Bg

-50.020349

40.83%

-4.08%

40.32%

i

1

!

i
I

Winer on-peak

Winier off-peak

80.0971 Ia

s0.os4ae8

$0.136759

$0.0aa5aQ

$0.039B51

40.025829

40.B3%

-4-0.13%



Final Schedules
UNS Electric, Inc.

Comparison ofPresent and Proposed Rates
Test YearEnded December 31, 200a

schedule H-3 . SUPPLEMENTAL
Page 2 do

Large General Sewlce

Customer Charge

Demand Charge, per kW

Energy Charge (kWh)
Base Power Supply Charge, all kwhs
PPFAl'8

$15.50

510.71

$9.003254
50.067062
$0.014746

$16.00

$13.35

s0.004254

50.064328
$0.000000

$0.50

$2.643018

80.001000
40.002736
40.014748

3.23%

24.58%

30.73%
-4.08%

-100.00%

Large General Safvlco TOU
CU5\om6f Charge
Demand Charge, per kW
Energy Charge (kwhs)
Base Power Supply Charge, all kWh
PPFAC

$20.40
$1011

s0.00a254
80.067062
80.014746

$20.90
$13.35

$0.004254
50-064326
$0.000000

$0.50
52.643018
50.w1000
-50.002735
-$0.014746

2.45%
24.53%
30.73%
-4,08%

-100.00%

Large Ganeral Servlca Tlmt of Ur Rules, all kwh:

('l'h8S6 rates would includeall Delivery chargesabove and replace The Base Power Supply 4:ha@)

Summer on-peak $0.089820

Summer Shoulder SU067062

Summer off~peak $0.05982D

50.121221

50.054326

S0.045221

50.031401

-$0.002736

-50.013599

34.96%

-4.08%

_22.73%

Wln1.er on-peak

Winter off-peak

$0.DBBB20

50.054333

501121221

50.032500

50.031401

40021830

34.96%

-40.18%

Lgrga Power Service (<69KV Dlstdbutlon Sarvkze)
customer Charge

Demand Charge, per kW
Energy Change (kwhs)
Base Power Supply Charge.all kWh
PPFAC

$365.00

$17.90
suuooooo
50.053260
50.014745

$372.00

521 .22
[$0.000000l
50.051087
s0.0a0000

s1.0o

$2326211

sonuoooo
-$0.002173
50.014748

132%

18.59%
0.00%
-4.08%

-100.00%

Largo Power SGni1:¢ (>G9KV Transmission Solvlca)
Customer Charge
Demand Charge, par kW
Energy Charge (kWhsJ
Bass Power SupplyCharge. all kWh
PPFAC

$400.00
$11 .81

80.000000
$0.053260
50.014745

s4o7.on
$14.93

($0.000000)
50.051057
50.000000

S7.00
53.320954
$0.0000tJo
40.902173
-50.014748

1.75%
0.00%
0.00%
-4.08%

100.00%

Large Purer Service Tlmo of Use Rates, all kWh

(These rates would include an Delivery charges above and replace The Ease Power Supply charge)

Summer on-peak 50.077240

Summer Shoulder $0.05326D

Summer oil-peak 50.047240

50.099047

$0.051087

$0.0$89047

$0.021807

40.002173

-80.008193

28.23%

-4.08%

-17.34%

l
Wmlef on-peak

Winter DR-peak

$0.071240

80.041233

50099047

890027033

50.021w7

-50.014200

28,2a%

-34.44%

I

i



Floral Schedules

UNS Electric. Inc.
Comparison of Present and Pmposad Rates

Teal! Year Ende<I December31, zone

Schedule H-3 - SUPPLEMENTAL
Page 3 do

Interruptible Power Sswlce
Customer Charge

Demand Charge, p roW
Energy Ch age (kwhs)
Base Power supniv Charge. dl owns
PPFAC

$15.50

$8.40

50.014800
50.055491
$0.D1474G

s1a.0o

$4.68
50.017100
50.053227
W000000

$0.50

$1.26

$0.90
$0.00

-$0.01

3.23%

37.17%
15.54%
-4.08%

-100.00%

lmerruptlbls Power Sarvloa Time of Ula Rates, all kwhs
(These roleswouldMaude 811Deliverycharges above and replace The Base FUWBr &pa marga)

Summer on-peak 50.079833 50.101911

Summer 5hou1dar s0.05549a 8 0 0 m a 7

Summer off-peak $0.M%33 $0.041911

$0.02207B

-$0.002264

40.007922

275594

4 . 0 5 %

-15.90%

Mrrler on-peak

winter off-peak

80.079833

50.042287

w,101911

50.023779

s0.02207a

-$0.D15488

27.55%

-38.54%

Llghlinq Dusk to Dawn
New 30' W ood Pale (Class 5) - Overhead
New to' Meta or Fiberglass - Overhead
Existing Wood Pole - Underground
New 30' Wood PYJIB (Class 6) - Underground
New 30' Maid or Fiberglass -Undergrnuncl
Watlage, per W att
Lighting Base Pvwsr Supply Charge, per Watt
PPFAC Charge, per kph

$4.123
$8257
$2,062
88, 195

510.318
501048577
50.w7818
30.014746

$4.535
$9.083
s2.2ea
$8,815

$11 .350
$0.050-422
50.007499
$0,D00000

$0.41
$0.83
$0.21
$0.52
$1.03

$0.00:aa45
so.0o

-$0.01

10.00%
10.00%
10.00%
10.00%
10.00%

8.26%
100.00%

-100.00%

I

I

1
I
I

I

I



Black Mountain Gansraling Station
Final Schedule

UNS Eledrlc. Inc.
Comparison alPresent and Proposed Rates

Test YearEnvied December31,2008

Schedule H-a
Page 1 of 3

Incr888e
Prasenl Rate Proposed Rate s v.

Rssldenxlal Sewlcs
Customer Charge
Energy Charge 1st400 kwhs
Energy Charge. all additional kwhs
Base Power Supply Charge, all kwhs

PPFAC

$7.50
50.011255
50.021289
50077993

$0_014745

SB.0D
50.028115
50.035129
$0.0687s7
sacooooo

$o.so
50.014850
50.014860
40.009226
-50.074748

6.67%
132,03%
69.87%
~11.83%

-1W.M%

Realdenllal Sarvlce CARES
Customer Charge
Energy Charge 1st 400 kWh
Energy Charge, all addl!lona1 kWh
Bass power Supply Charge, all kwhs
PPFAC

torso
$0.011255
301021289
50.017993
50.014745

$3.50
80.045259
$0.056z13
$0.037656
50.000000

-s4.oo
80.034004
$0.034004

.$0.040337
-50.014746

_53_33%

302.13%
159.88%
-51 .72%

-100.00%

Residential Timi of UP\ Rules, all kwhs

(These rates would include all Deliverycharges above and replaceThe Base Power Svwlv charge)

Summer on-peak 59.692183 50.153093

Summer Shoulder $0.081803 $0.068767

Summer off-peak 8uon183 50.048113

$0.060910

-$0.013036

.$0.029070

66.07%

-15.94%

-37.66%

Winter on-peak

Winter off-peak

50.0a0873

50.065873

s0n53093

30.035B49

50.072220

-$0,oa0024

B9.30%

-45.58%

Small General Sowlca

CustomerCharge
Energy Charge 1st 400 kWh
EnergyCharge, all additional kWh
BasePower Supply Charge, all kWh
PPFAC

$12.00
s0.022449
50.082483
50.0T5T38
80.014746

512,50
$0038311
501148325
50.068778
s0,ouu0o0

$0.50
$0.015852
$0.01sae2

.${J_008g5{)
-$0.014T4E

4.17%
70.66%
48.88%

-11.83%
-100.00%

Small Genera! Service Tlme of Use Rates, all kph!

(These rates would induce all Delivery charges above and replace The Base Power Supply charge)

Summer on-peak $0.090348 $0.130888

Summer Shoulder 50.079658 $0.0687?8

Summ84'off-peak $0.D7/348 $0.0-toaaa

$D,040540

-50.012880

-w.oa44eo

44.87%

-46.17%

-45.73%

W inter an-peak

Winter Q11-peak

50.079448

80.064443

50.130888

80.092868

80.051440

-50.031780

64.75%

-49.31%

I



Black Mountain Generating Station
Final Schedules

UNS Electric, Inc.
Comparison of Presentand Proposed Rales

Test Year EndedDecember31. 2008

Schedule H~3
Page 2 of 3

Largo General Sswleo
Customer Charge

Demand Charge, per kW

Energy Charge (kwhs)
Ease Power SUDDN Charge, all kwhs
ppFAC

$15.50

510,71

$0.003254
50.067082
50.014745

$16.08

$15.05

50.084354
50.059125
$0.000000

$0.50

54.344871

$0.0011 OD
-$D.007932
.$0.014745

3.23%

4o,s7%

33.80%
-1133%

-100,00%

Largo General Service TOU
Customer Charge
Demand Charge, per kW
Energy Charge (kW h)
BasePower Supply Charge, at] kwhs
PPFAC

s20.40
$10.71

91003254
10.067062
$0,014,48

$20.90
$15.05

50.004354
$0,059129
50000000

$0.50
54344871
$0.001100

_$0.007933
-$0.014746

2.45%
40.57%
33.80%

-1133%
-100.00%

Large General Service Time d Use Rains, all kWh

(These rates would induce allDelivery chargesabove and repiaoe The Base Power Supp*v charge)

Summer on-peak 50.082832 $0.116024

Summer Shoulder 5D_0T1452 $0,059129

Summer <>ff.p68*< 50.067832 $0.041024

30.033192

~$0.012323

.$(l.0268g8

40.07%

-17.25%

-39.52%

Winter on-peak

Venter of¢-peak

50.071072

$0.056072

$0.116024

50.027306

50.044952

-$0.02B758

63.25%

-51 .3D%

I

Large Power Service {<89KV}
CustomerCharge

DemandCharge, per kW
Enwuv charge (kwhs)
Base Power SuDDIY charge, all kwhs
PPFAC

$365.00

$17.90
$0.w0000
50.053260
50.014748

$372.00

$23.45
$U.D0IJ000
50.046959
$0.000000

$1.00

55.554460
80.009000

-$0_006301
49.014748

1.92%

39.04%
o,0o%

-11.83%
-100.00%

Large Power Servlco >>69KV)
Customer Charge
Demand Charge. per kW
Energy Charge (l¢whs}
Base Power Supply Charge, all kWh
PPFAC

$400.00
$11.61

50.000000
$0.053260
50014746

s401.00
$11.16

$00000000
$0.046959
$0.000000

$7.00
$5.55446D
50.000000

~$0.00e301
-50.014748

1.75%
0.00%
0.00%

-11 .8394
108.08%

E

i

Large Power Sewlce Time of Use Rakes,allykwhs

(Theserates wouldIncludeall Delivery dlarges above and replace The Base Power Supply charge)

Summer on-peak 50.07017D $0.094919

SummerShoulder 80,058180 50.046959

Summer off-peak 50.055170 $0.03491 Q

80.024749

-$9.011221

40.020251

35.27%

-19.29%

-36.71 %

Winter on-peak

Wlnter oH~peak

50.058170

50043170

S0.094919

50.022905

$o.oas74s

-$0.020285

63,17%

-46.94%

I



Slack Mountain Generating Station
Final Schedule

UNS Electric, Inc.
Comparison of Present and Proposed Rates

Test Year Ended December 31 , 2008

Schedule H-3
Page 3 of 3

lntarruptiblo Power Ssrvico
Customer Charge

Demand Charge, per kW
Energy Charge (kwhs)
Base Power Supply Charge, all kWh
PPFAC

$15.50

$3.40

50.014800
$0.055491
$0.014746

$18.00

s5.24
$0.019500
91049927
$0.0000co

$0.50

$1 .a4

$0.00
4 0 . 0 1
-$0.01

3.23%

54.02%
31.76%
-11.83%

-100.00%

lnlenupilbla Power Sewlce Time of Use Ralas, all kWh

(These roles would include all Delivery charges albums aid replace The Base Power Supply charge)

Summer on-peak $0.0718B1 $0.097611

Summer Shoulder 50.059691 50.04a927

Summer 'off-peak 50.056861 $0.0a7511

$0.025750

-$0.0107s4

-80.019290

35.83%

-18.03%

-33.85%

Winter on-peak

Winter off-peak

50.059411

50844411

50.097611

50.022479

S0.03a200

-$0.021932

84.30%

-49.38%

Lighilng Dunk to Dawn
New 30' Wood Pda (Class 6) . OvBI'h6ad
New to' Metal or Fiberglass - Overhead
Existing Wood Pole - Underground
New 30' Wood Pale (ClassB) - Underground
New 30' Maid or Flbergiass- Underground
Wattage, per Watt
Llghung Base Power Supply Charge, per Watt

$4.12
$8.26
$2.oe
$6.20

$10.32
$0.046577
50.007818

$4.535
59.083
$2.268
$6.B15

S11 .350
$0.051029
W006893

$0.41
$0.83
$0.21
$0.62
so .03

50.004452
$0.00

10.00%
10.00%
10.00%
10.00%
10.00%
s.se%

100.00%

i
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1

2

3

4

5

6

7

$00384 per kph is for non-fuel cost recovery (shown as Customer and

Delivery charges on customers' bills).

With BMGS in rate base the total average rate will still be $01062 per kph - but the

average Base Power Supply charge will be $0.0611 per kph and the average non-fuel

charge will be $00451 per kph. Thus, a customer will not see a change in his total

bill, just a change in certain rate components. In effect, placing BMGS in rate base

results in shifting $0.0067 per kph (rounded to $0.007 per kph or 7 mills per kph)

from the Base Power Supply Charge to non-fuel base rates. The effects on rates of the

adjustments to non~fuel base rates and the equivalent PPFAC adjustment are shown in

the proposed tariffs and I-I-Schedules.

VII. L0w.1ncoml8 PROGRAMS.

8

9

10

11

12

13

14

15

16

Q- Please describe the Company's proposal for its CARES pricing plan.

17

18

19

20

21

22

As discussed, UNS Electric proposes to hold most CARES customers harmless from the

proposed rate decreases. This has been accomplished by lowering the CARES

customer charge (before any applicable percentage discount) to $3.50 per month from

the current level of $7.50 per month. Additionally, CARES customers will pay a

reduced base power supply rate, and the PPFAC forward and true-up components will

be set ro zero and frozen for CARES customers upon implementation of new rates.

CARES customers will also still receive the additional percentage discounts (30% for

0-300 kph, 20% for 301-600 kph, and 10% for 601-1000 kph) and the flat $8.00 per

month discount for customers with monthly usage in excess of 1,000 kph. As Exhibit

DBE-2 page 2, line 18 shows, many CARES customers will actually see decreases in

bills after rate implementation.

23

24

25

26

27

A.

28
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Direct Testimony of William C. Stewart
Docket No. E-04204A-09-0206
Page 8

1 Q-

2

3

4

Does the Company place a condition on its proposed expansion of the CARES

program to 200 percent of poverty level?

Yes. Mr. Erdwurm states that the expanded program is contingent upon the program costs

"being fully recovered from other retail customers." He indicates that UNS Electric is

willing to meet with stakeholders to discuss program expansion.5

6

Q. Do you agree with the proposed expansion of the CARES program?

Yes. I agree with the Company's proposed expansion of CARES eligibility to customer

whose income is 200 percent of poverty level.

7

8

9

10

13

14

15

16

17

18

Rate Design Changes

Q- Did the Company propose rate design changes in addition to the CARES proposals

19

20

21

discussed above"

Yes. The Company proposed the following changes: 1) Increasing customer charges for

Residential customers from $7.50 to $8.00, for Small General Service customers from

$12.00 to $12.50, and Large General Service customer charge from $15.50 to $16.00, 2)

redesign time-of-use ("TOU") rates to increase the price differential between time periods;

3) adoption of Super-Peak Demand Response tariffs, and, 4) implement a reclassification

of rates associated with BMGS. In addition, the Company is proposing a constant

percentage increase in revenue of 9,21 percent for all classes of service except CARES

which is to decrease by 9.41 percent.

I
I

n5

22

23

24

Q- What is the basis forthe Company's proposed changes to customer charges?

W
25

26

According to Mr. Erdwunn, the proposed change will bring the customer charge more in

line with COS.

L

l

A.

A.

A.

A.

I

1



TOU Hours Current TOU Rate Design
(Base Power Supply)

Proposed TOU Rate Design
(Base Power Supply)

Summer On Peak
2:00-6:00 PM

Off-Peak Charge is 84% of
On-Peak Charge
(Summer)

Off-Peak Charge would be 34% of
On-Peak Charge
(Summer)

Summer Shoulder Peak
12:00pm-2:00Pm &
6:00pm-8:00pm

Shoulder-Peak Charge is 89%
of
On-Peak Charge
(Summer)

would beShoulder-Peak Charge
47% of On-Peak Charge
(Summer)

Winter On Peak
6:00am-10:00am &
5:00pm-9:00pm

Off-Peak Charge is 94%  of
Shoulder~Peak Charge
(Summer)

Off-peak Charge would be 72% of
Shoulder-Peak Charge
(Summer)

All other hours are off
pea.

Off-Peak Charge is 81% of On-
Peak Charge
(Winter)

Off-Peék Charge would be 26% of
On-Peak Charge
(Winter)

I
:

I

I

Direct Testimony of William C. Stewart
Docket No. E-04204A-09-0206
Page 9

!
1
1

1 Q- Do you agree with this proposed change?

Yes.

Q, What is the Company proposing with respect to TOU rate design?

The Company is proposing larger price differentials between On-Peak, Shoulder-Peak,

and Off-Peak periods. This, in tum, should allow customers that take advantage of these

rate plans to enjoy greater savings. Peak off~peak, and shoulder peak times are shown in

customer tariff sheets. The following table presents a summary of the TOU rate design.

2

3

4

5

6

7

8

9

!
!
I

I

I

I

Q. Is there any variance to the above table concerning TOU?

10

13

A, Yes. For residential customers all weekend hours and all hours on six selected holidays are

off pead<. For all other customer classes the TOU hour designation applies every day.

r

.
I

II

E
9

A.

A.
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TOU Hours Current TOU Rate Design
(Base Power Supply)

Proposed TOU Rate Design
(Base Power Supply)

Summer On Peak
2:00-6I00 PM

Ofil~Peak Charge is 84% of
On-Peak Charge
(Summer)

Off-Peak Charge would be 34% of
On-Peak Charge
(Summer)

Summer Shoulder Peak
12:00pm-2:00pm &
6:00pm-8:00pm

Shoulder-Peak Charge is 89%
of
On-Peak Charge
(Summer)

Shoulder-Peak Charge would be
47% of On-Peak Charge
(Summer)

|I

Winter OnPeak
6:00am-10:00am &
5:00 m-9:00 m

ofOf f~Peak Charge is 94%
Shoulder-Peak Charge
(Summer)

Off~peak Charge would be 72% of
Shou1der~Peak Charge
(Summer)

All other hours are off
peak.

Off-Peak Charge is 81% of On-
Peak Charge
(Winter)

off-peak Charge would b¢'%% of
On-Peak Charge
(Winter)

Direct Testimony of William C. Stewart
Docket No. E-04204A-09-0206
Page 9

1 Q. Do you agree with this proposed change?

2 A, Yes.

3

4

5

6

7

8

Q- What is the Company proposing with respect to T O U rate design?

The Company is proposing larger price differentials between On-Peak, Shoulder-Peak,

and Off-Peak periods. This, in tum, should allow customers that take advantage of these

rate plans to enjoy greater savings, Peak off-peak, and shoulder peak times are shown in

customer tariff sheets. The following table presents a summary of the TOU rate design.

9

10

11

12

13

Q. Is there any variance to the above table concerning TOU?

A.

A. Yes. For residential customers all weekend hours and all hours on six selected holidays are

off peak. For all other customer classes the TOU hour designation applies every day.



Direct Testimony of William C. Stewart
Docket No. E-04204A-09-0206
Page 10

Q- Do you agree with the current TOU hour designation?1

2

3 I

4

Yes. The Commission approved these TOU pricing plans in decision 70440. In addition

these hours are consistent with the treatment of peak demand for purchase power

contracts .

Q- Do you agree with the proposed TOU changes in rate design?

5

6

7

8 l

9

10

Yes. In my opinion, the Company is correct in asserting that the proposed rates should

provide additional incentive for customers to use these rates, To the extent peak demand

is reduced compared to what it otherwise might be, the Company, and its customers, can

expect to enjoy savings in building weaker generating plants, or acquiring higher priced

on-peak purchased power.

I

I

Q-

A.

What is the Super Peak Demand Response tariff?

The customer's super peak hour is determined by the company based on customer usage

to select a peak hour that is priced at a higher rate. Rates at other times are at a reduced

rate. Therefore, by significantly reducing use during the selected peak hour, the customer

can expect substantial savings on the electric bill and the Company can expect system

peak to be restrained.

I

Q, What hours apply to the Super Peak TOU?

11

12

13

14

15

16

17

18

19

20

21

22

23

The single hour chosen will be between 2:00pm and 5:00pm during summer months and

applies to residential service, small general service and large general service.

24

25

Q. Do you agree with this proposed rate design?

A.

A.

A.

A. Yes.
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Direct Testimony of William C. Stewart
Docket No. E-04204A-09-0206
Page 11

I

l Q- Du you agree with the Company's proposed rate design changes for customer

charges, TOU rates and Super-Peak Demand Response tariffs?2

3 Yes.

Q- Is the Company's proposal reasonable?

Yes.

Q, What PPFAC did you use?

The Company's current PPFAC, as of June 1, 2009, is (-$8010564 kph), However,

Company witness Dukes (See page 19, line 24-27 and page 20, line 3-7 of his direct

testimony) is proposing to reset the PPFAC True-Up component to $0.00 as of June 1,

2010 with an average base power supply rate of $0.067738/kwh. I used the proposed rate

of zero.

Q- How does the charge in PPFAC to zero effect residential customers?

g
I

e

I

I

4

5

6

7

8

9

10

1]

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A.

A.

A.

A. In order to reset the PPFAC to zero the company made a $33,981,623 adjustment to

operating revenue. This resulted in a reduction of total operating revenue from

$194,910,688 to $l60,926,065. That is, test year rates (base rates plus PPFAC) generated

$194, 910,688. TheCompany claimed arevenueshortfall of $13,500,000. So, even after

adding die $13,500,000 to its adjusted revenue of $160,926,065, the Company's proposed

rates in its H schedules showed a reduction in customer bill amounts. Since Staffs

revenue deficiency is $7,517,565 the reduction in customer bi11 amounts is greater. That

is, by resetting PPFAC to zero, the Company reduced revenue requirement by almost $34

million.

I
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1 customer charges. The cost-of-sewice methodology was not an issue in the last general

rate case for UNS Electric or TEP.2

3

4 Q- What concerns do you have with Dr. _]johnson's proposal?

5

6

7

8

9

10

11

Dr. Johnson seeks to radically shift recovery away from the customer charge to the

energy charge. In doing so, he significantly understates the residential customer charge.

This results in a mismatch between revenue collection and cost causation. Shifting

customer-related costs to energy (per kph) charges leads to the Company under-

recovering when sales are relatively low, regardless of whether low sales are attributable

to weather, the economy, conservation and energy efficiency or other factors. Likewise,

over-recoveries result when sales are relatively high, Maintaining a cost-based residential

12 customer charge - like the one proposed by UNS Electric

13

helps mitigate periodic

swings in revenue because of volatility in usage. In short, it is important that a rate

14 design that promotes conservation also gives some measure of revenue stability for the

15 Company.

16

17 Q.

18

Doesn't Dr. Johnson's rate design provide customers a greater incentive to

conserve, as he states on pages 18 and 21 of his Direct Testimony"

19

20

21

22

23

24

Yes, but the problem is that his rate design proposal will also preclude providing UNS

Electric a reasonable opportunity to earn its approved return. UNS Electric's proposed

residential rate design provides a balance between the conservation goal and providing

the Company a fair opportunity to recover its costs. Dr. Johnson's residential rate design

proposal, in contrast, ignores customer-related costs that the Company incurs for every

customer that receives service from UNS Electric. I believe Dr. Johnson's rate design is

25 confiscatory in its approach.

26

27

A.

A.

6
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10

11

12

13

14

15

16

17

18

19

20 We currently have

21

22

23

24

25

Page 299

consumption, but I think it would be minimal . And I

think that the, I think that any adverse effects of that

would be outweighed by the f act you would have a

mismatch between fixed and variable costs.

Q. Well, when comparing the two, the $5 to the $8,

woulds' t the higher charge discourage conservation?

A. Well, we have a lot of -~ the $5 theoretically

could have a small impact on conservation, because if

you have a lower charge you have a higher cents per

kilowatt hour charge. But my feeling is, my feeling is

that the change that we are going to see in the sense of

per kilowatt hour charge is going to be so minimal that

it is really not going to be in the threshold of most

customers. I don't think they are really going to

perceive that. We could perceive that quite a bit in

our earnings.

Q. Wouldn't the higher charge place a heavier

burden on the low income, excuse me, on the low use

customers?

A. Well, RUCO has proposed SO.

7.50. We proposed SO.

I am sympathetic to the plight of the low income

customers. But we are, by anybody' s standards, talking

about a f fairly small difference in the monthly charge.

And I think RUCO and Dr. Johnson in his testimony even

UNS Electric,
E-04204A-09

Inc. / Rates
0206

2/5/2010
Vol. II

2w»f=wtl4¢n:.:sm the

Arizona Reporting Service, Inc. www.az-reporting.com
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1 Q-

2

Do you still believe Dr. ,]johnson's proposed rate design radically shifts cost recovery

away from the customer charge to the energy charge?

3

4

5

6

7

8

9

10

11

12

Yes. Dr. ]johnson's proposal deviates from past regulatory practice in two very

significant ways. First, Dr, Johnson is proposing to reduce the residential customer

charge, when customer charges have been consistently increasing over time for other

major Arizona electric companies, including TEP APS, and Salt River Project (SRP).

Dr. Johnson's abandonment of past trends is perplexing because (i) UNS Electric's

proposed $8.00 residential customer charge is in-line with similar charges at other

Arizona companies, and (ii) the increasing trend is fully supported by accepted costing

methodologies. By contrast, Dr. Johnson's $5.00 customer charge for UNS Electric

would make the UNS Electric charge an outlier - lower than comparable customer

charges for TEP, APS and SRP.

13

14

15

16

17

18

Second, Dr. Johnson uses a marginal cost approach while the Company uses the

average embedded approach. As I stated earlier, UNS Electric, TEP, and APS

residential customer charge proposals over the last twenty years have been supported by

an average embedded cost study. Dr. Johnson offered no evidence that the Company's

average embedded cost method is invalid, and cannot since it is an accepted method of

cost allocation in Arizona.19

20

21 Q- Why does Dr..Johnson's residential rate design proposal put UNS Electric's cost

22

23

24

25

26

27

recovery at risk?

Under both the UNS Electric residential rate design proposal and Dr. Johnson's

proposal, a reduction in sales will lead to margin loss. However, Dr. Johnson's

approach leads to greater margin loss than UNS Electric's approach. Dr. ]johnson's

third residential rate tier assumes cost recovery on kph sales in excess of 800 kph per

month. Because of conservation efforts, sales in this third tier (the highest priced tier)

A.

A.

5
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r RUCO'S RESPONSES TO
UNS ELECTRIC, INC.'s

SECOND SET OF DATA REQUESTS
RE' DOCKET no. E-04204A-09-0206

NOVEMBER 24, 2009

UNSE 2.10 Has Dr. Johnson's residential customer charge methodology ever been
approved at the Arizona Corporation Commission? If so, please provide the
case.

RESPONSE:

(Dr. Johnson)

Dr. Johnson is not aware of any prior proceed ng in which the ACC
approved or rejected the residential customer charge methodology he has
proposed in this proceeding.

10
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1

2

3

4

However, a pro-conservation residential rate design requires only that customers see an

increasing volumetric price (energy charges only), UNS Electric's proposed residential

inclining block residential rate accomplishes exactly this. Specifically, the incremental

price (Le. marginal price) of electricity increase as residential usage increases into the

second tier.5

6

7 Consumption decisions are most influenced by marginal cost

8

9

meaning that an

additional unit of product is consumed only when marginal utility (benefit) to the

consumer is greater than or equal to marginal cost to the consumer. In this case, marginal

10 cost is UNS Electric's energy charge the incremental price. Dr. Johnson's lengthy

11 discussion of average total price (includes both customer and energy charges) moves

12

13

14

the focus away from the more appropriate incremental volumetric price. UNS Electric

proposes a rate design where the volumetric charge (the energy charge) is greater in the

second tier, the marginal cost to the consumer increases as usage increases. This makes

15 UNS Electric-:'s rate design pro-conservation despite Dr. Johnson's testimony about

16 average total price.

17

18 B. Summary of Staff Rate Design Recommendations.

19

20 Q- Has Staff supported UNS Electric's residential rate design proposals?

21

22

23

24

Yes. Staff witness Mr. William C. Stewart, unlike Dr. Johnson at RUCO, has supported

the Company's residential rate design and customer charge proposals. However, Mr.

Stewart's Direct Testimony does diverge from the UNS Electric position on the issue of

the distribution of the rate increase across classes ("Revenue Spread") and the treatment

of the CARES rate. I discuss this issue in more detail in the next section.25

26

27

A.

10
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l reflect the anticipated reduction in load due to conservation resulting from his proposed

2 rate design.

3

4 Q- What is the effect of a rate structure where the vast majority of costs are recovered

5 through volumetric rates as Dr. Johnson suggests"

6

7

Under the current rate and regulatory structure, sales reductions for any reason (including

conservation and energy efficiency) mean margin loss to UNS Electric. Dr. Johnson's

8 residential rate design recommendations exacerbate the problem. His proposed rate

9 design will drive UNS Electric's need to recover its revenues towards increasing use of

10 power and away from conservation.

11

12 Q- What would you recommend to the Commission in order to align the goal of

13 conservation with the Company's need to have an opportunity to recover its costs of

14

15

16

17

18

19

20

21

22

providing service?

UNS Electric needs a rate structure that recognizes it ,is a provider of electric service, and

not simply a seller of a commodity. That rate structure should also align important policy

goals (e.g. ,  conservation and efficiency) with a financially-healthy public service

corporation. Avoiding artificially low customer charges - and implementing customer

charges that more fully recover costs - is consistent with that new business model.

Customer charge increases are one of the simplest ways to move profitability away from

energy consumption and sales. In other words, the Commission should make the correct

level of fixed cost recovery (revenue collected to recover fixed costs) more independent

23 of sales being at a certain level. The Company believes that effective conservation

24

25

programs occur through DSM and energy efficiency. Dr.  Johnson's rate design,

however, would create a significant disincentive for the Company to aggressively pursue

26 creative and effective conservation programs.

27

A.

A.

8
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1

2

3

4

downward PPFAC adjustments to low income customers'

bills but exempt these customers from upwards

adjustments is inequitable, placing an unjustified

burden on low income customers. Under the company

5

6

7

8

9

10

11

proposal, CARES' average residential CARES customer will

see over a 20 percent decrease in their bill compared to

what they were before the filing.

In my rejoinder testimony, I respond fur thee to

Dr. Johnson's sur rebuttal testimony on the customer

charge and tier rates. And I additionally address

Dr. Fish's and William Stewart's surrebuttal testimony

12

13

14

15

on the expansion of the CARES program.

Finally, I note that any Commission approved

rate structure should align important policy goals such

as conservation and efficiency with the goals of a

16 The

17

18

financially healthy public service corporation.

Commission should establish rates where the company's

need to recover revenues to meet its fixed costs is

19 independent of energy consumption and, u n d e r  t h o s e

20

21

circumstances, the company has no disincentive to

promote conservation and the efficient use of energy.

22 Q Thank you, Mr. Erdwurm.

23

24

25

Now, were you present here during the testimony

that happened yesterday and earlier this morning

regarding the revenue neutral rate reclassification of

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center
(602)274-9944

Phoenix, AZ
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1 Q- Why is Dr. Johnson's proposed residential rate design confiscatory?

2

3

4

5

6

7

8

9

When recovery of costs is shifted from customer charges to energy charges (i.e.

volumetric charges), these costs will go unrecovered if kph sales levels are below the

test-year levels used to design rates. Simply put, no sales equals no recovery. Given that

the Commission is considering energy efficiency mies that would impose aggressive

targets to reduce energy consumption, it would become difficult (if not impossible) for

any electric utility to recover its fixed costs through energy charges. What makes Dr.

Johnson's proposal especially troubling is how radical a shift in recovery he is proposing

from the customer charges to the energy charges.

10

11

12

13

14

Dr. Johnson has loaded up cost recovery on kph sales in excess of 800 kph per month.

In other words, a significant portion of the Company's revenues will be obtained through

a third tier. Under Dr. Johnson's approach, sales in this third tier (the highest priced tier)

will decline more than lower tier sales. Sales revenue from the third tier will not be

15

16

17

18

19

collected, as a significant portion of third tier sales will be effectively eliminated, thus,

the Company cannot recover its revenue requirement. In short, with Dr. Johnson's

proposal, sales of electricity will decline to the point that the Company will have no

opportunity to achieve its revenue requirement and ham a reasonable return. Again, no

sales equals no recovery.

20

21

22

23

24

25

26

27

UNS Electric is further at risk taking into account how leveraged UNS Electric's earnings

already are to volumetric (kph) sales and energy consumption, and how a seemingly

small reduction in volumetric sales can greatly reduce those earnings. For example, a

reduction in kph sold of just 3% across all classes (except lighting) can lead to a pre-tax

earnings reduction of approximately $1.6 million per year. Dr. Johnson provides no

detailed analysis to quantify the potential for substantial loss of earnings within his pre-

filed testimony. He also did not propose an adjustment ro normalized sales that would

A.

7
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2

3

4

5

6

7

8

9

Super-Peak option will be a very useful experiment to help quantify price elasticity at the

roost critical peak periods. We can "study" this issue at length, but we ultimately will not

have good elasticity estimates for this service territory over a wider range of prices until

we implement the rate. The only meaningful results will come with the implementation

of a Super-Peak option, which can then be adjusted and refined once Me Company

collects the necessary data. The aggressive conservation and load shifting targets being

considered by the Commission may necessitate the consideration of innovative, but

heretofore untested new programs that may require some "fine-tuning" in the future.

Super-Peak TOU is such a program.

10

11 Q. How difficult will it be to implement the Super-Peak option?

12 As proposed by UNS Electric, Super-Peak will be easy to implement and does not require

13

14

expensive communications equipment installation.

customers to understand and implement.

It is also incredibly easy for

It allows customers with programmable

15

16

17

thermostats to, for example, set summer thermostats between 85 and 90 degrees during

the peak hour and rely on fans. UNS Electric believes that customers will be willing and

able to adjust their lifestyles so as to capitalize on the rate.

18

19 Q. Does Dr. Johnson agree with the Company's approach?

20

21

22

23

Dr. Johnson prefers a real-time rate with a price that varies with specific circumstances.

At this time, Dr, johnson's rate will be more costly to implement and harder for the

customer to benefit from and to understand. Pre-programming thermostats would not be

as effective. Also, we do not believe that residential customers have time to watch

24 monitors telling them how expensive usage will be at a particular time.

25

26

27

A.

A.
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Super-Peak option will be a very useful experiment to help quantify price elasticity at the

most critical peak periods. We can "study" this issue at length, but we ultimately will not

have good elasticity estimates for this service territory over a wider range of prices until

we implement the rate. The only meaningful results will come with the implementation

of a Super-Peak option, which can then be adjusted and refined once the Company

collects the necessary data. The aggressive conservation and load shifting targets being

considered by the Commission may necessitate the consideration of innovative, but

heretofore untested new programs that may require some "fine-tuning" in the future.

Super-Peak TOU is such a program.

10

11 Q. How difficult will it be to implement the Super~Peak option?

12

13

14

15

16

17

As proposed by UNS Electric, Super-Peak will be easy to implement and does not require

expensive communications equipment installation. It is also incredibly easy for

customers to understand and implement. It allows customers with programmable

thermostats to, for example, set summer thermostats between 85 and 90 degrees during

the peak hour and rely on fans. UNS Electric believes that customers will be willing and

able to adjust their lifestyles so as to capitalize on the rate.

18

19 Q, Does Dr. Johnson agree with the Company's approach"

20

21

22

23

Dr. Johnson prefers a real-time rate with a price that varies with specific circumstances.

At this time, Dr. Johnson's rate will be more costly to implement and harder for the

customer to benefit from and to understand. Pre-programming thermostats would not be

as effective. Also, we do not believe that residential customers have time to watch

24 monitors telling them how expensive usage will be at a particular time.
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A.

17



286



1 BEFORE THE ARIZONA CORPORATION COMMISSION

2
COMMISSIONERS
KRISTIN K. MAYES - CHAIRMAN
GARY PIERCE
PAUL NEWMAN
SANDRA D. KENNEDY
BOB STUMP

3

4

5

6

7

8

9

10

11

12

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DES IGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA.

13

) DOCKET NO. E-04204A-09-0206
)
)
)
)
)
)
)
)
)
)

14

15

16
Rebuttal Testimony of

17

18
D. Bentley Erdwunn

19

20
on Behalf of

21

22
UNS Electric, Inc.

23

24
December 11, 2009

25

26

27



1 Q- Does this mean the Company is forever opposed to a real-time pricing option at

2 some time in the future?

3

4

5

6

No. The Company may consider a real-time pricing rate as part of its DSM programs.

UNS Electric does not see a real time pricing rate and the Super-Peak rates as mutually

exclusive alternatives. In time, UNS Electric could potentially implement both programs.

These rates may appeal to different customer groups.

7

8 Q- How will a customer's peak hour be chosen under the Super-Peak rate?

9

10

11

12

13 Exhibit

14

15

16

A cu.stomer's peak hour will be based on the last two digits of his street address, an

objective, non-changing metric. A non-changing metric prevents the customer from

calling back to get a different peak hour. Having the customer choose his own peak hour

creates an "adverse selection" issue that Dr. Johnson recognized and that I discuss below.

The "last two digits" peak hour selection criterion is also easy to implement.

DBE-4 shows the peak hour associated with each of the 100 two-digit address

combinations ("00" through "99"). Exhibit DBE-5 shows proposed tariffs with the

Exhibit DBE-4 peak hour I address combination information included.

17

18 Q- Please explain the adverse selection concern you noted in your previous answer.

19

20

21

22

23

24

Dr. Johnson correctly noted that the Company is concerned about the issue of adverse

selection that could occur if the customer chose the peak hour. If customers could choose

the peak hour, then they would choose the hour in which they were already restricting

usage. Consequently, there would be less beneficial load shifting if customers could pick

their own hour. Since the Super-Peak rates are optional, a customer assigned an hour he

sees as undesirable has the regular TOU rate as an additional rate option.

25

26

27

A.

A.

A.
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1

2

3

4

5

6

7

If the proposed rates produce class revenues resulting in each class earning its required

return on invested capital, we say that "parity" has been reached. This is typically

characterized as a "return index" (actual return/ required return) of one (l00%).for each

class. The CCOSS is designed to clearly present the costs and the allocation factors

applied to the costs. The cost model also includes sections summarizing costs, a list of

the allocation factors, and a revenue requirements summary. The G Schedules of the

filing are assembled using the results of the CCOSS.

8

9

10 A,

Q. In the rate design process, did you achieve parity?

11

12

13

14

15

No. The impact on customers must be weighed against the benefits of moving to cost-

based rates. The Company's approach promotes "gradualism." It avoids large

percentage differences in class revenue increases. In other words, we balanced the

future need to move each class towards rates that are more reflective of cost of service

while recognizing that such a move must be tempered with other factors like

gradualism, and the avoidance of "rate shock".

16

17 v. NORMALIZATION ADJUSTMENT TO CARES DISCOUNTS.

18

19

20

Q- Please explain this normalization adjustment.

21

22

Subscription to the CARES program is increasing. A normalization adjustment of

$61,797 adjusts die CARES discounts from their test-year level of $690,468 to

$752,265, which better approximates discounts that will prevail when rates are in effect.

24

25

26

27

23

A.

18
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1 Q- Staff Witness Dr. Thomas H. Fish recommends disallowance of a $61,797

2

3

4

adjustment to operating income because he believes that it constitutes a "double

recovery" of customer annualization and weather normalization adjustments

applicable to CARES. Do you disagree with Dr. Fish?

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Yes. The Company's customer annualization and weather normalization adjustments for

CARES customers were calculated using the regular residential rate RES 01 rather than

the lower CARES rates. Consequently, the net customer and weather adjustment for

CARES - a positive revenue adjustment - is higher (i.e., more positive) than it would

have been had lower CARES rates been used in the calculation. The use of this larger

customer and weather adjustment results in adjusted test-year CARES revenue being

overstated relative to what it would have been had lower CARES rates been used in the

adjustment calculation. In reality CARES customers will pay lower CARES rates, not

the regular residential rate RES 01, and CARES revenue (based on adjusted sales) will be

lower than the stated adjusted test-year CARES revenue. Absent any adjustment to

recognize the lower CARES rates, UNS Electric will face a revenue shortfall. The

$61,797 adjustment is necessary to offset this revenue shortfall. The $61,797 adjustment

is the only adjustment recognizing that sales to CARES customers will in fact be

discounted relative to regular residential rate RES 01. The adjustment is not a "double

- it is a necessary step in the overall adjustment process. The $61,797

adjustment is appropriate and should be approved,

recovery"

21

22 v. COST ALLOCATION.

23

24 Q. Has Staff or RUCO raised issues regarding the allocation of production or

transmission cost?25

26

27

Staff has not taken issue with the Company's position. Dr. Johnson discusses some of

the problems in trying to allocate joint costs, I agree with Dr. Johnson that there is no

A.

A.

13



288



UNS Electric, Inc. I Rates

E-l]4204A-09-l1206

2/8/2010

Vol. ill

388

1

2

3

BEFORE THE ARIZONA CORPORATION COMMISSION

4
DOCKET NO.
E-04204A-09-0206

5

6

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND REASONABLE
RATES AND CHARGES DESIGNED TO
REALIZE A REASONABLE RATE OF RETURN
ON THE FAIR VALUE OF THE PROPERTIES
OF UNS ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE OF
ARIZONA.7

)
)
)
)
)
)
)
)
)
)

8

9

10
At : Phoenix, Arizona

11
D a t e  : February 8, 2010

12
Filed:

13

14
REPORTl8R'S TRANSCRIPT..OF PROCEEDINGS

15

16

17

18

19

20

VOLUME I I I
(Pages 388 through 512, inclusive.)

INC

21

ARI ZONA REPORTING SERVICE I
Court Reporting

Suite 502
2200 North Central Avenue
Phoenix, Arizona 85004-148122

23 By:
Prepared for:

COLETTE E. ROSS
Certified Reporter
Certificate No. 5065824

25

Arizona Reporting Service, Inc. www.az-reportingrom

Court Reporting & Videoconferencing Center
(602) 274-9944

Phoenix, AZ



UNS Electric, Inc. I Rates

E-04204A-09-0206

2/8/2010

Vol. Ill

462

1 interest synchronization adjustment is necessary to

coordinate the income tax calculation of rate base and2

3

4 Q And so in the last case we did have

5

6 A.

7

cost of capital.

Okay.

interest synchronization°

Yes, you did.

And in this case your proposal doesn't haveQ

8 that?

9 A. That's correct.

10 Q

11

12

Okay. Dr. Fish, also on the char t on page 2 of

your sur rebuttal summary there is a CARES expense line

of 61,797.

13 That has changed subsequent to that further

14

15

16

analysis and evaluation of the company's customer count

adjustment and heating degree day adjustment in relation

to its pro forma adjustment dealing with CARES.

17 Q

18

Okay.

I have changed my position

19 Q It has changed?

20 Yes

21 Q That's not indicated anywhere in your testimony?

22 A. 's

23 Q

No, that subsequent to the

Okay. So what number should we have now as your

24

25

CARES expense adjustment? It is no longer 61,000?

It is no longer, I am not making that offsettingA.

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center

A.

A.

A.

(602) 274-9944

Phoenix, AZ
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1

2

3

adjustment against that, because I was able to track

back the company's adjustment.

So that becomes zero?Q 4 Okay.

That becomes zero4

5 Q And Thai agrees with the company's CARES expense

6 t h e n ?

7 A. That's correct

8 Q And the income tax calculation I

9

All right.

just gave you also includes an adjustment for CARES that

the10

11

my CARES adjustment was zeroed out

MR. PATTEN I Your Honor, I have marked

12

13 I have provided it to the

I want to hand it out to the witness.14

Okay.

some of the data requests that we received from Staff as

a packet of exhibits .

parties.

15 CALJ FARMER' Okay.

It is UNSE-27

What is this marked?

16 MR. PATTEN

17 Q 9

18

(BY MR. PATTEN) Dr. Fish, I have handed you

what has been marked as UNSE-27, which is a series of

19

20

data request responses that Staff provided in response

to UNS Electric's data request. Do you have that

21 exhibit in front of you?

22 Yes, I do.

23 Q And could you confirm that the respondent on the

And there is24 attached data request responses is you?

25 probably

Arizona Reporting Service, Inc. www.az-reportingxum

Court Reporting & Videoconferencing Center

A.

A.

(602)274.9944
Phoenix, AZ
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1

2

3

4

$00384 per kph is for non-fuel cost recovery (shown as Customer and

Delivery charges on customers' bills).

With BMGS in rate base the total average rate will still be $01062 per kph - but the

average Base Power Supply charge will be $0.06ll per kph and the average non-fuel

charge will be 30.0451 per kph. Thus, a customer will not see a change in his total5

6

7

8

bill, just a change in certain rate components. In effect, placing BMGS in rate base

results in shifting $00067 per kph (rounded to $0.007 per kph or 7 mills per kph)

from the Base Power Supply Charge to non-fuel base rates. The effects on rates of the

adjustments to non-fuel base rates and the equivalent PPFAC adjustment are shown in

the proposed tariffs and H-Schedules.

VII. LOW-INCOME PROGRAMS.

Q- Please describe the Company's proposal for its CARES pricing plan.

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

A. As discussed, UNS Electric proposes to hold most CARES customers harmless from the

proposed rate decreases. This has been accomplished by lowering the CARES

customer charge (before any applicable percentage discount) to $3.50 per month from

the current level of $7.50 per month. Additionally, CARES customers will pay a

reduced base power supply rate, and the PPFAC forward and true-up components will

be set to zero and frozen for CARES customers upon implementation of new rates.

CARES customers will also still receive the additional percentage discounts (30% for

0-300 kph, 20% for 301-600 kph, and 10% for 601-1000 kph) and the flat $8.00 per

month discount for customers with monthly usage in excess of 1,000 kph, As Exhibit

DBE-2 page 2, line 18 shows, many CARES customers will actually see decreases in

bills after rate implementation.

28
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4

5

6

7

8

9

$00384 per kph is for non-fuel cost recovery (shown as Customer and

Delivery charges on customers' bills).

With BMGS in rate base the total average rate will still be $01062 per kph - but the

average Base Power Supply charge will be $0.0611 per kph and the average non-fuel

charge will be $0.M51 per kph. Thus, a customer will not see a change in his total

bill, just a change in certain rate components. In effect, placing BMGS in rate base

results in shifting $0.m67 per kph (rounded to $0.007 per kph or 7 mills per kph)

from the Base Power Supply Charge to non-fuel base rates. The effects on rates of the

adjustments to non-Mel base rates and the equivalent PPFAC adjustment are shown in

the proposed tariffs and H-Schedules,10

ll

12 v11. LOW-INCOME PRQGRAMS.

13

14

15

16

Q, Please describe the Company's proposal for its CARES pricing plan.

17

18

19

20

21

22

23

24

As discussed, UNS Electric proposes to hold most CARES customers harmless from the

proposed rate decreases. This has been accomplished by lowering the CARES

customer charge (before any applicable percentage discount) to $3.50 per month from

the current level of $7.50 per month. Additionally, CARES customers will pay a

reduced base power supply rate, and the PPFAC forward and true-up components will

be ser to zero and frozen for CARES customers upon implementation of new rates.

CARES customers will also still receive the additional percentage discounts (30% for

0-300 kph, 20% for 301-600 kph, and 10% for 601-1000 kph) and the flat $8.00 per

month discount for customers with monthly usage in excess of 1,000 kph. As Exhibit

DBE-2 page 2, line 18 shows, many CARES customers will actually see decreases in

bills after rate implementation.25

26

27

A.
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1

2

3

4

5

800384 per kph is for non-fuel cost recovery (shown as Customer and

Delivery charges on customers' bills).

With BMGS in rate base the total average rate will still be $01062 per kph - but the

average Base Power Supply charge will be 580.0611 per kph and the average non-fuel

charge will be $0,0451 per kph. Thus, a customer will not see a change in his total

bill, just a change in certain rate components. In effect, placing BMGS in rate base

results in shifting $00067 per kph (rounded to $0.007 per kph or 7 mills per kph)

from the Base Power Supply Charge to non-fuel base rates. The effects on rates of the

adjustments to non-fuel base rates and the equivalent PPFAC adjustment are shown in

the proposed tariffs and I-I-Schedules.

VII, LOW-INCOME PROGRAMS.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

Q- Please describe the Company's proposal for its CARES pricing plan.

22

23

24

As discussed, UNS Electric proposes to hold most CARES customers harmless from the

proposed rate decreases. This has been accomplished by lowering the CARES

customer charge (before any applicable percentage discount) to $3.50 per month from

the current level of $7.50 per month. Additionally, CARES customers will pay a

reduced base power supply rate, and the PPFAC forward and true-up components will

be set to zero and frozen for CARES customers upon implementation of new rates.

CARES customers will also still receive the additional percentage discounts (30% for

0-300 kph, 20% for 301-600 kph, and 10% for 601-1000 kph) and the flat 398,00 per

month discount for customers with monthly usage in excess of 1,000 kph. As Exhibit

DBE-2 page 2, line 18 shows, many CARES customers will actually see decreases in

bills after rate implementation.25

26

27

A.

28
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1

2

3

4

5

6

7

390.0384 per kph is for non-fuel cost recovery (shown as Customer and

Delivery charges on customers' bills).

with BMGS in rate base the total average rate will still be $01062 per kph - but the

average Base Power Supply charge will be 30.0611 per kph and the average non-fuel

charge will be 30.0451 per kph. Thus, a customer will not see a change in his total

bill, just a change in certain rate components. In effect, placing BMGS in rate base

results in shifting $0.0067 per kph (rounded to $0.007 per kph or 7 mills per kph)

from the Base Power Supply Charge to non-fuel base rates. The effects on rates of the

adjustments to non-fue] base rates and the equivalent PPFAC adjustment are shown in

the proposed tariffs and H-Schedules.

8

9

10

11

12 VII. LOW-INCUME PROGRAMS.

13

14 Q.

15 A.

16

17

18

19

20

Please describe the Company's proposal for its CARES pricing plan.

21

22

23

24

25

26

As discussed, UNS Electric proposes to hold most CARES customers harmless from the

proposed rate decreases. This has been accomplished by lowering the CARES

customer charge (before any applicable percentage discount) to $3.50 per month from

the current level of $7.50 per month. Additionally, CARES customers will pay a

reduced base power supply rate, and the PPFAC forward and true-up components will

be set to zero and frozen for CARES customers upon implementation of new rates.

CARES customers will also still receive the additional percentage discounts (30% for

0-300 kph, 20% for 301-600 kph, and 10% for 601-1000 kph) and the flat $8.00 per

month discount for customers with monthly usage in excess of 1,000 kph. As Exhibit

DBE-2 page 2, line 18 shows, many CARES customers will actually see decreases in

bills after rate implementation.

27

28
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For BIIS with
Usage of:

The Total Bill
(BeforeTaxes & RegulatoryAssessment)

will beDiscounted by:

0-300kW h 30%

301 -B00 kwh 20%

601 -1,000kWh 10%

1,001 + kph $8.00

I ICom rent Rate

Local Deliv ~Energy 151 400kWh

Transmission $0.0G2299

Sub-Transmission $0.004813

Ddiveuy $0.003828

Production not included in P it wet Supply 50.000315

Local Delivery-Energy AIL Additional kWh

Transmission 50.002299

Sub-Transmission $0.0D4813

Delivery $0.0i3842

Prnduclion not included in Power Supply 50.000315

llnisnurceEneruv
SERVIBES

Pricing Plan C.A.R.E.S
Customer Assistance Residential Energy Support

DISCOUNT

For all quaiiiied C.A.R.E.S. residential customers, the monthly bill shall be computed in accordance to the rates above including

the following discount

As shown above, additional usage triggers progressively smaller discounts, The percentage discounts above apply to the entire
bill. For example, the entire bill for a customer using 500 kph will be discounted by 20%, while the entire bill for a customer
using 700 kph will be discounted by 10%

BUNDLED STANDARD OFFER SERVCE CONSISTS OF THE FOLLOWING UNBUNDLED COMPONENTS

Customer Charge Components of Delivery Services (lJnbundling)

Meter Services

Meter Reading

Billing a. Collection

Customer Delivery

$1.355 per month

$0.377 per month

$1.602 per month

Q.156 per month

$3.50 per month

Energy Charge Components of Deiiverv Services Unbundling)j§mvhl

Fired By

District

Raymond S. Herman

Senior Vice President. General Counsel

Entire Electric Service Area

Tariff No

Page No

C.A.R.E.S
PENDING
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1 111. REVENUE SPREAD.

2

3 Q-

4

5

6

Please discuss "revenue spread" across classes.

UNS Electric proposed that all classes receive an equal percentage increase in adjusted

test-year revenue (9.21% based on the Company's request), with the exception of

CARES customers, who receive a 9.41% decrease. This approach is consistent with

7

8

what was approved in UNS Electric's last rate case - Decision No. 70360 (May 27, 2008)

- approved in Decision No. 70628and with the recent TEP rate case settlement

9

10

11

12

(December l, 2008). However, both Staff and RUCO now express an interest in seeing

revenue changes vary by rate doss. UNS Electric is not necessarily opposed to varying

percentage increases, so long as the maximum percentage increase assigned to any class

is no more than 200% of the system average percentage increase. This helps avoid the

risk of rate shock.13

14

15

16

Iv. CARES AND LOW-INCOME.

17 Q. What are Staff and RUCO positions regarding expanding the low-income program?

18 A.

19

20

21

22

Staff supports the expansion of the low-income program from 150% to 200% of poverty

level, and RUCO opposes the expansion. UNS Electric at this time is not taking a

position in favor of or opposed to the expansion of the low-income programs, since no

consensus has been reached on the issue. Additionally, UNS Electric is not opposed to

some minor changes in the structure of the CARES program, as long as the Company can

recover associated revenue shortfalls.23

24
1

25 Q- Please discuss UNS Electric's response to Staff's CARES and low-income proposals.

26

27

At pages 7-8 of his testimony, Staff witness Mr. William C. Stewart agrees with the

notion of expanding low-income program eligibility to customers whose income is 200%

A.

A.

l l
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Direct Testimony of William C. Stewart
Docket No. E-04204A-09-0206
Page 7

power supply rate at $0.07l66/kWh which is discounted from the regular residential level;

3) retain existing CARES percentage discounts and the $8.00 discount for customers using

over 1,000 kph per month; and 4) freeze the forward and true-up components at zero for

the Purchased Power and Fuel Adjustment Clause ("PPFAC") for CARES customers

when new rates (including the discounted base power supply rate) are effective.

Q- Does Mr. Erdwurm state the reason for the proposed changes to CARES rates?

A. Yes. Mr. Erdwurm states at page 3 of his direct testimony that the CARES customer

charge proposal is motivated by public policy considerations unrelated to the cost of

providing service,

Q. Do you agree with the Company's proposed CARES program rates as presented?

The Company is proposing to freeze the forward and time-up component at zero for the

PPFAC for CARES customers when new rates are effective. I agree with a freeze at zero

when PPFAC rates are positive but in situations where the rates become negative, such as

the June 1, 2009 PPFAC adjustment, those negative rates should be passed on to CARES

customers.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

Q- Is the Company proposing changes in its low-income assistance programs?

A.

A. Yes. The Company is proposing to expand CARES eligibility to customers whose income

is 200 percent of poverty level from 150 percent of poverty level.
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Direct Testimony ofBcn Johnson, Ph.D.
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1
2
3 Q- Do you agree with this aspect of the Company's rate design proposals?

I agree with the general goal of ameliorating the impact of any rate increase on CAREs

customers. Needless to say, I also agree with the proposal to reduce the CAREs customer

charge, since I am recommending this rate element be reduced for other customers, as well. As

I explained above, I developed an estimate of $3.63 per month for customer costs, and

recommend reducing the customer charge from $7.50 to $5.00. Consistent with that

recommendation, it would be reasonable to further reduce the customer charge paid by CAREs

customers to $2.50. However; some of the other proposals, like modifying the base power

supply rate and PPFAC true-up mechanism, seem unnecessarily complicated

Instead, would recommend increasing the usagebased discounts; this is a simpler

approadl, which still ameliorates the impact on CAREs customers, yet it also makes it easier to

balance the policy tradeoffs related to energy conservation. By focusing on the discount

percentages, the Commission can adjust how much of the CAREs rate relief benefits low usage

customers, and how midi benefits higher usage customers. By increasing the discount

applicable to the customer charge and low kph blocks, it is feasible to provide substantial rate

relief to CARES customers, without reducing the incentive for these customers to conserve

4

5

6

'7

8

9

10

11

12

13

14

15

16

17

18

19 energy.

20

21 What else is the Company proposing with regard to CAREs customers?

22

Q-

A.

23

UNSE proposes to expand the range of qualifying customers, but My if the costs are borne

by other customers. Cumendy eligible customers induce those within 150% of the poverty

threshold.24

25
26

UNS Electric encourages the Commission to offer a program that
provides discounts to customers falling between the 150% and the

31

1
4

I

A.
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Direct Testimony GfBcn Johnson, Ph.D,
On Behalf of The Arizona Residential Utility Consumer Office, Docket No: E-04204A-09-0206

1
2
3 Q. Do you agree with this aspect of the Company's rate design proposals?

A. I agree with the general goal of ameliorating the impact of any rate increase on CAREs

customers. Needless to say, I also agree wide die proposal to reduce the CAREs customer

charge, since I am recommending this rate element be reduced for other customers, as well. As

I explained above, I developed an estimate of $3.53 per month for customer costs, and

recommend reducing the customer charge from $7.50 to $5.00. Consistent with that

recommendation, it would be reasonable to further reduce the customer charge paid by CAREs

customers to $2.50. However, some of the other proposals, like modifying the base power

supply rate and PPFAC true-up mechanism,seem unnecessarily complicated.

Instead, I would recommend increasing the usagebased discounts; dis is a simpler

approach, which still ameliorates the impact on CAREs customers, yet it also makes it easier to

balance the policy tradeoffs related to energy conservation. By focusing on the discount

percentages, the Commission can adjust how much of the CAREs rate relief benefits low usage

customers, and how much benefits higher usage customers. By increasing the discount

applicable to the customer charge and low kph blocks, it is feasible to provide substantial rate

relief to CAREs customers, without reducing the incentive for these custouners to conserve

energy.

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

Q-

A.

23

24

What else is the Company proposing with regard tn CPMREs customers?

UNSE proposes to expand the range of qualifying customers, but only if the costs are borne

by other customers. Currently eligible customer.; 'include those within 150% of the poverty

threshold.

25
26

UNS Electric encourages the Commission to offer a program that
provides discounts to customers falling between the 150% and the

I
I

31
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1

2

3

4

5

6

7

$00384 per kph is for non-fuel cost recovery (shown as Customer and

Delivery charges on customers' bills).

With BMGS in rate base the total average rate will still be $5.1062 per kph ..... but the

average Base Power Supply charge will be $00611 per kph and the average non-fuel

charge will be $0.0451 per kph. Thus, a customer will not see a change in his total

bill, just a change in certain rate components. In effect, placing BMGS in rate base

results in shifting $00067 per kph (rounded to $0.007 per kph or 7 mills per kph)

from the Base Power Supply Charge to non-fuel base rates. The effects on rates of the

adjustments to non-fuel base rates and the equivalent PPFAC adjustment are shown in

the proposed tariffs and H-Schedules.

VII. LOW-INCQME PROGRAMS.

8

9

10

11

12

13

14

15

16

17

18

19

20

Q- Please describe the Company's proposal for its CARES pricing plan.

21

22

23

24

25

26

As discussed, UNS Electric proposes to hold most CARES customers harmless from the

proposed rate decreases. This has been accomplished by lowering the CARES

customer charge (before any applicable percentage discount) to $3.50 per month from

the current level of $7.50 per month. Additionally, CARES customers will pay a

reduced base power supply rate, and the PPFAC forward and true-up components will

be set to zero and frozen for CARES customers upon implementation of new rates.

CARES customers will also still receive the additional percentage discounts (30% for

0-300 kph, 20% for 301-600 kph, and 10% for 601-1000 kph) and the flat $8.00 per

month discount for customers with monthly usage in excess of 1,000 kph. As Exhibit

DBE-2 page 2, line 18 shows, many CARES customers.will actually see decreases in

bills after rate implementation.

27

A.

28
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l 11. LOW.INCQME PROGRAM EXPANSION.

2

3 Q.

4

Staff witness Mr. William C. Stewart alleges that UNS Electric has changed its

position on Low-Income program expansion in Rebuttal testimony. What is your

5

6

7

8

9

10

11

12

13

14

reSp0)5e'7

In Direct testimony, UNS Electric indicated that it supported expansion of the Low-

Income programs from 150% to 200% of poverty. UNS Electric believed that there was

consensus among stakeholders to expand the program. However, RUCO does not

support this expansion. In light of RUCO's position, UNS Electric is not taking a

position at this time on the expansion of the low-income programs. Additionally, UNS

Electric is not opposed to some minor changes in the structure of the CARES program,

provided the Company can recover associated revenue shortfalls. UNS Electric has

always expressed the position that its support of any program is conditioned on full

recovery of any revenue shortfall from other system customers.

15

16

17

Q. Does the Company remain opposed to Staff's proposed changes to the manner in

which the PPFAC is currently applied to low income customers?

18

19

20

21

22

23

24

Yes. UNS Electric continues to oppose Staff's position that low~income customers be

subject only to PPFAC decreases, but not increases. UNS Electric's position is for

CARES customers to pay a reduced base power supply rate, and to freeze the PPFAC

forward and true-up components at zero upon implementation of new rates. UNS

Electric's proposal to reduce the base power supply is in addition to other discounts it

has proposed for CARES customers. Staffs proposal could result in significantly

increased PPFAC charges to non-low income customers, depending on changes in the

wholesale electric rates, although Staff has not addressed this potential impact.25

26

27

A.

A.

8
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Direct Testimony of William C. Stewart
Docket No. E-0420-4A-09~0206
Page 7

1

2

I

1

power supply rate at $0.07}66/kWh which is discounted from the regular residential level,

3) retain existing CARES percentage discounts and the $8.00 discount for customers using

over 1,000 kph per month, and 4) freeze the forward and true-up components at zero for

the Purchased Power and Fuel Adjustment Clause ("PPFAC") for CARES customers

when new rates (including the discounted base power supply rate) are effective.

Q.

A.

I

Does Mr. Erdwurm state the reason for the proposed changes to CARES rates?

Yes. Mr. Erdwurm states at page 3 of his direct testimony that the CARES customer

charge proposal is motivated by public policy considerations unrelated to the cost of

providing service.

Q. Do you agree with the Company's proposed CARES program rates as presented?

The Company is proposing to freeze the forward and true-up component at zero for the

PPFAC for CARES customers when new rates are effective. I agree with a freeze at zero

when PPFAC rates are positive but in situations where the rates become negative, such as

the June 1, 2.09 PPFAC adjustment, those negative rates should be passed on to CARES

customers .

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

Q. Is the Company proposing changes in its low-income assistance programs?

Yes. The Company is proposing to expand CARES eligibility to customers whose income

is 200 percent of poverty level from 150 percent of poverty level.

I

5l

A.

A.
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1 MR. HOGAN- No.

2 CALJ FARMER:

3 MR. PATTEN

Company.

Just a few, Your Honor

4

5 CROSS-EXAMINATION

6

7 Q (BY MR. PATTEN) Hello, Mr. Stewart.

B A. H e l l o

9 Could you explain your proposal for CARES

customers in the PPFAC.

Q

10

11 A. Yes

12

We are proposing currently -- in the

current case there was an anomaly where there was a

13

14

15

16

17

negative PPFAC rate. The company is proposing to freeze

the PPFAC rate for CARES customers to zero. However,

we, or I recommend that, if there was a case where the

PPFAC rate did go negative again, that the CARES

customers should have that benefit along with all the

18 other customer classes.

19 Q

20

21

But they wouldn't, my understanding then, if the

PPFAC rate then went back up, they would not be

ratcheted back up, is that correct?

22 A.

23

24

If it went back up, the -- well, the proposal is

that they would be frozen at zero so they have, they

would not see an increase. Now, however, in this

25 situation, in this circumstance I guess, if the PPFAC

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center
(602) 274-9944

Phoenix, AZ
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1

2

3

4 Q

5

did go negative, happened to conclude to a negative

rate, then it is plausible that CARES customers could be

subsidizing the other customer classes.

So is it your recommendation that if the CARES

customers' PPFAC rate is ratcheted down from zero, that

6

7

8 A.

9

10

it would not then go back up to zero at some point, or

would it stay at that ratcheted down point?

It is my understanding it would go to zero.

there was an increase, a positive rate again, then the

PPFAC rate for CARES would go back to zero, is my

11

12 Q.

13

14

15

16

17

understanding.

Is that your recommendation?

I think, I think that it could be discussed by

interested parties, but yes, I would propose that. .

Q. All right. Do you know what percentage of

UNS Electric's customers are eligible for CARES at

150 percent of the poverty level°

A.18 I  d o n ' t  k n o w  t h e  n u m b e r  e x a c t l y , n o  .

19 Q.

20

21

22

Do you know, if you increased up to 200 percent

of poverty level, how many additional customers would be

added to CARES eligibility?

The exact number I don't know.A.

23 M R  I P A T T E N I  t h i n k  t h a t ; ' s  a l l  I  h a v e , Y o u r

24 H o n o r  \

25

Thank you.

Thank you, Mr. Stewart.

Arizona Reporting Service, Inc. www.az-reportingxom
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1

2

4

5

6

7

8

9

10

of the poverty level. UNS Electric is not necessarily opposed to offering some type of

discounts to customers with household incomes between 150% and 200% of poverty

under appropriate circumstances. However, expansion of the program could be costly

and UNS Electric stands by its position that its support of expanded low income

programs is contingent on program costs being fully recovered from other retail

customers on a timely basis. This is a prudent approach and eliminates the potential that

any expansion of the program is confiscatory. Assuming new low-income discounts

averaging $140 per customer per year, and 2,500 new participants, UNS Electric stands

to lose $350,000 annually in pretax earnings. I assume that Staff agrees that expanded

program costs should be recovered from other retail customers in a timely manner.

11

12

13

Additionally, UNS Electric is not opposed to some minor changes in the structure of the

CARES program, as long as the Company can recover associated revenue shortfalls.

14

15

16

Q- Please respond to Staff's recommendation concerning CARES customers and UNS

Electric's PPFAC.

17

18

19

20

21

22

23

24

25

26

Mr. Stewart for Staff, Ar page 7 of his Direct Testimony, proposes that CARES customers

be subject to downward PPFAC adjustments, but that upward adjustments be capped.

Given that CARES customers already enjoy a discount in base rates, such a proposal

seems overly complicated and unfair to regular residential customers, It is unfair that

other customers incur the costs for freezing the PPFAC rate at a rate no greater than zero

for CARES customers, if the downward adjustments (i.e., "negative rates" as Mr. Stewart

puts it) are passed on to CARES customers. CARES customers cannot incur all of the

benefit and none of the risk because other customers (mostly middle class customers)

bear the entire burden with none of the reward. UNS Electric maintains its proposal to

freeze the PPFAC rate at zero for CARES customers when new rates become effective.

27

8

A.

12
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1

2

3

4

5

6

7

8

9

10

of the poverty level. UNS Electric is not necessarily opposed to offering some type of

discounts to customers with household incomes between 150% and 200% of poverty

under appropriate circumstances. However, expansion of the program could be costly

and UNS Electric stands by its position that its support of expanded low income

programs is contingent on program costs being fully recovered from other retail

customers on a timely basis. This is a prudent approach and eliminates the potential that

any expansion of the program is confiscatory. Assuming new low-income discounts

averaging $140 per customer per year, and 2,500 new participants, UNS Electric stands

to lose $350,000 annually in pretax earnings. I assume that Staff agrees that expanded

program costs should be recovered from other retail customers in a timely manner.

11

12

13

Additionally, UNS ElecLric is not opposed to some minor changes in the structure of the

CARES program, as long as the Company can recover associated revenue shortfalls.

14

15 Q, Please respond to Staff's recommendation concerning CARES customers and UNS

Electric's PPFAC.16

17 A.

18

19

20

21

22

23

24

25

Mr. Stewart for Staff, at page 7 of his Direct Testimony, proposes that CARES customers

be subject to downward PPFAC adjustments, but that upward adjustments be capped.

Given that CARES customers already enjoy a discount in base rates, such a proposal

seems overly complicated and unfair to regular residential customers. It is unfair that

other customers incur the costs for freezing the PPFAC rate at a rate no greater than zero

for CARES customers, if the downward adjustments (i. e., "negative rates" as Mr. Stewart

puts it) are passed on to CARES customers. CARES customers cannot incur all of the

benefit and none of the risk because other customers (mostly middle class customers)

bear the entire burden with none of the reward. UNS Electric maintains its proposal to

freeze the PPFAC rate at zero for CARES customers when new rates become effective.26

27

12
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1 II. LOW-INCOME PRDGRAM EXPANSION.

2

3 Q-

4

Staff witness Mr. William C. Stewart alleges that UNS Electric has changed its

position on Low-Income program expansion in Rebuttal testimony. What is your

5

6 A.

7

8

9

10

11

12

13

14

response"

In Direct testimony, UNS Electric indicated that it supported expansion of the Low-

Income programs from 150% to 200% of poverty. UNS Electric believed that there was

consensus among stakeholders to expand the program, However, RUCO does not

support this expansion. In light of RUCO's position, UNS Electric is not taking a

position at this time on the expansion of the low-income programs. Additionally, UNS

Electric is not opposed to some minor changes in the structure of the CARES program,

provided the Company can recover associated revenue shortfalls. UNS Electric has

always expressed the position that its support of any program is conditioned on full

recovery of any revenue shortfall from other system customers.

15

16 Q .

17

Does the Company remain opposed to Staff's proposed changes to the manner in

which the PPFAC is currently applied to low income customers?

18 A.

19

20

21

22

Yes. UNS Electric continues to oppose Staffs position that low-income customers be

subject only to PPFAC decreases, but not increases. UNS Electric's position is for

CARES customers to pay a reduced base power supply rate, and to freeze the PPFAC

forward and true-up components at zero upon implementation of new rates. UNS

Electric's proposal to reduce the base power supply is in addition to other discounts it

23

24

has proposed for CARES customers. Staff' S proposal could result in significantly

25

26

increased PPFAC charges to non-low income customers, depending on changes in the

wholesale electric rates, although Staff has not addressed this potential impact.

27

8
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1

2

3

4 Q

5

6

7

8

9

10

did go negative, happened to conclude to a negative

rate, then it is plausible that CARES customers could be

subsidizing the other customer classes.

So is it your recommendation that if the CARES

customers' PPFAC rate is ratcheted downfrom zero, that

it would not then go back up to zero at some point, or

would it stay at that ratcheted down point?

It is my understanding it would go to zero.

there was an increase, a positive rate again, then the

PPFAC rate for CARES would go back to zero, is my

11

12 Q

13

14

15

16

17

18

understanding.

Is that your recommendation?

I think, I think that it could be discussed by

interested parties, but yes, I would propose that.

Q. All right. Do you know what percentage of

UNS Electric's customers are eligible for CARES at

150 percent of the poverty level?

A. I don't know the number exactly, no.

19 Q

20

21

22

Do you know, if you increased up to 200 percent

of poverty level, how many additional customers would be

added to CARES eligibility?

The exact number I don't know.A.

23 MR. PATTEN : I think that's all I have, Your

24 Honor l

25

Thank you.

Thank you, Mr. Stewar t.
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1 power. Effective TOU rates can delay the need to build or purchase additional peaking

2 generation and they can reduce cost as peaking generation is more expensive compared to

3 caseload or intermediate generation. In Decision No. 70360, the Commission rejected UNS

4 Electric's proposal that all new customers automatically be enrolled in the TOU program. In this

5 : case, UNS Electric proposes modifying its current TOU program to increase its effectiveness and

6 encourage more voluntary enrollment. Specifically, UNS Electric proposes increasing the

7 differential between peak and non-peak rates to send a stronger price signal against using peak

8 power. UNS Electric expects that these proposed changes to its TOU rates will offer customers a

9 more appropriate reward for their load management efforts, and will encourage greater customer

10 participation.

II | C. Low-Income Programs.

12 l 1. UNS Electric recognizes the difficulties facing all of its customers and especially

13 its low-income customers, especially in the current economic situation. UNS Electric proposes

14 changes to its low-income programs that will hold the majority of CARES customers (those with

i5 monthly usage levels less than 945 kph) harmless from the proposed rate increase in this case -

16 in fact, bills with usage levels less than 945 kph will actually decrease. CARES customers

17 ; using more than 945 kph per month are not held fully harmless from the rate increase in this,

18 but they will avoid most of the increase. This will be accomplished by lowering the CARES

19 monthly customer charge, offering CARES customers a reduced base power supply rate, and

20 setting the PPFAC forward and true up components for CARES customers to zero zed freezing

21 those components upon implementation of new rates. CARES customers also will still receive

2.2 the additional percentage discounts (30% for 0-300 kph, 20% for 301-600 kph, and 10% for

23 3 601-1000 kph) and the flat $8.00 per month discount for customers with monthly usage in

24 excess of 1,000 kph.

12.25 To help mitigate the impact of the rate increase on customers who ham slightly

26 more than the CARES threshold, UNS Electric proposes to increase the number of customers

27 that may qualify for low-income programs by expanding the eligibility threshold to 200% of

5

I



1

2

3

4

5 BMGS is owned by UniSource Energy Development Company. It is currently in

6 operation, and provides power to UNS Electric pursuant to an agreement accepted by the Federal

7 Energy Regulatory Commission.

8 14. BMGS has two natural gas turbines that were purchased at a discounted price.

9 This reduced cost will benefit UNS Electric's customers for years to come, if BMGS is placed

10 into rate base. In addition, the long term costs of owning and operating BMGS are expected to

be lower than the long term costs of purchasing power. Customers also will benefit from greater

poverty, beyond the current 150% of poverty threshold. However, UNS Electric's support of an

expanded program is contingent upon the program costs being fully recovered from other retail

customers.

D.

13.

Black Mountain Generation Station.

11

12 stability in costs, as compared to fluctuating purchased power costs.

13 15. BMGS is located within UNS Electric's Mohave County service area, and its

14 location would provide UNS Electric with increased operational flexibility and reliability.

15 16. Including BMGS in rate base will improve UNS Electric's financial situation.

16 Cash flow will be improved because UNS Electric will no longer have to pay for the power

17 purchased from the plant. In addition, owning generation eliminates the risk that substitute

18 purchase power agreements would be viewed as equivalent to debt by credit ratings agencies, or

19 be viewed as leases for accounting purposes. Currently, UNS Electric relies almost exclusively

20 on purchased power, and owning this generation will help move UNS Electric towards a more

balanced portfolio of energy sources.

17.

21

22 UNS Electric proposes that BMGS be included in rate base through a post~test

23 year adjustment and related rate reclassification. The rate reclassification would be a revenue

24 neutral increase in the non-fuel base rate and a corresponding decrease in the base power supply

25 - rate. The reclassification would occur once the purchase of BMGS closes. The proposed

26 purchase price of $62.0 million is based upon the depreciated book value of the facility at the end

27 of the test year.

6
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Q- Is UNS Electric willing to expand CARES eligibility beyond the 150 of poverty

threshold?

%

Yes. UNS Electric realizes that customers beyond the 150% of poverty level also

snuggle to pay utility bills. Consequently, UNS Electric encourages the Commission to

offer a program that provides discounts to customers falling between the 150% and the

200% of poverty thresholds. However, UNS Electric's support of an expanded program

is contingent upon the program costs being fully recovered from other retail customers.

UNS Electric is willing to meet with stakeholders to discuss program expansion.

1

2

3

4

5

6

7

8

9

10 am. PROPOSED TARIFFS.

11

Q- Are UNS Electric' proposed tariffs included with your Direct Testimony?

Yes, the proposed tariffs are attached to my Direct Testimony as Exhibits DBE-2A

(clean copy) and DBE-2B (redlined copy). We are also providing proposed tariffs that

reflect the rates upon acquisition of BMGS as Exhibit DBE-3A (clean copy) and DBE-

3B (redlined copy),

Q- Does this conclude your Direct Testimony?

12

13

14

15

16

17

18

19 A.

20

21

22

23

24

25

26

Yes, it does.

27

A.

A.

29
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Direct Testhnony of Ben Johnson, Ph.D.
O11 Behalf of The Ariz rm ResidentialUti l i ty ConsumerOfiioc, Docket No' E-042.~4A-09-0206

1
2
3 Q-

A.

Do you agree with this aspect of the Company's rate design proposals?

I agree with the general goal of ameliorating the impact of any rate increase on (`jAREs

customers. Needless to say, I also agree with die proposal to reduce the CAREs customer

charge, since I am recommending this rate element be reduced for other customers, as well. As

I explained above, I developed an estimate of $3.63 per month for customer costs, and

recommend reducing the customer charge from $7.50 to $5.00. Consistent with that

recommendation, it would be reasonable to further reduce the customer charge paid by CAREs

customers to $2.50. However, some of the other proposals, like modifying the base power

supply rate and PPFAC true-up mechanism, seem unnecessarily complicated.

Instead, I would recommend increasing the usage-based discounts; this is a simpler

approach, which still ameliorates the impact on CARES customers, yet it also makes it easier to

balance the policy tradeoffs related to energy conservation. By focusing on the discount

percentages, the Commission can adjust how much of the CAREs rate relief benefits low usage

customers,andhow much benefits higher usage customers. By increasing the discount

applicable to the customer dirge and low kph blocks, it is feasible to provide substantial rate

relief to CARES customers, without reducing the incentive for these customers to conserve

4

5

5

7

8

9

10

11

12

13

14

15

15

17

18

19

20

21

energy.

22

23

24

Q. What else is the Company prnpnsing with regard to CAREscustomers?

A. UNSE proposes co expand the range of qualifying customers, but only if the costs are home

by other customers. Currently eligible customers include those within 150% of the poverty

threshold.

25
26

UNS Electric encourages the Commission to offer a program that
provides discounts to customers falling between the 150% and the

I

31
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Direct Testimony ofB=n Johnson, PhD.
On Behalf of The Arizona Residential Utility Consumer Office, Docket No' 240A-09-0206

1
2
3
4
5
6

200% of poverty thresholds. However, UNS Elect:ric's support of an
expanded program is contingent upon the program costs being fully
recovered from other retail customers. [Id.,p. 29]

7

B

9

10

11

12

13

Q.

A.

14

15

16

1'7

la

19

20

21

22

23

24

25

26

Do you agree with this proposed?

No. Any income cutoff for inclusion in the CAREs plan is necessarily somewhat arbitrary. No

justification has been provided for increasing the cut-off above die current level. Already, we

have a situation whale customers at 160% of the poverty level (and those customers who are

unaware of the CAREs program, or decline to participate) are subsidizing those below 150% of

the poverty level who are taking advantage of this discount. While expanding coverage to

include customers at 160% of the poverty level eliminates this potential inequity for those

customers, it exacerbates the problem for those above 200% of the poverty level. Why should

customers at 200 to 250% of the poverty level subsidize those who are below 200% of the

poverty level? By definition, neither the group of customers paying the subsidy, nor those

receiving it, ale poverty stricken, and neither group is as needy as those below 150% of the

poverty level.

I am troubled by the lack of atty solid justification for increasing the cutoff to 20096,

but I am also deeply concerned by the practical implications of this proposal, however well-

i n t e n t i o n e d .  A s  t h e  c u t o f f  i s  i n a e a s e d  f a r t h e r  a n d  f a t t y  a b o v e  t h e  p o v e r t y  l e v e l ,  a  l a r g e r

and larger number of customers will become eligible for the subsidy - which will

significantly increase the burden on other customers, who will have to pay a subsidy to a

substantially larger number of customers. in this regard, it is important to realize that the

current difficult economic difficulties have had adversely affectedmany different types of

customers, inducing middle class, two earner families where one of the family members

has lost their job, but remain above 200% of the poverty line. It is not at all dear that

32



304



I

BEFORE THE ARIZONA CORPORATION CDMMISSION

KRISTIN K. MAYES
Chairman

GARY PIERCE
Commissioner

PAUL NEWMAN
Commissioner

SANDRA D. KENNEDY
Commissioner

BOB STUMP
Commissioner

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA.

)
)
)
>
)
)
)
)
)
n

DOCKETNO. E-04204A-09-0206

ir
i
1

RATE DESIGN

SURREBUTTAL

TESTIMUNY

OF

WILLIAM c. STEWART

ON BEHALF OF

UTILITIES DIVISION

ARIZONA CORPORATTON COMMISSION

i
I.

JANUARY 15, 2010



Surrebuttal Testimony of William C. Stewart
Docket No. E-04204A-09-0_06
Page 2

I However, in his Rebuttal Testimony at page 12, Mr. Erdwurm states "expansion of the

program (CARES) could be costly and UNS Electric, Inc. ("UNS Eleetric", "UNSE" or

"Company") stands by its position that its support of expanded low income programs is

contingent on program costs being fully recovered from other retail customers on a timely

basis." Mr. Erdwurm seems to be backing away from his earlier recommendation,

Q- What is Staff's position with respect to expanding qualification for the CARES

program?

Staff is not opposed to expanding qualification for the CARES program. However, Staff

believes that before significant expansion of the program is proposed, the struchne of any

such expansion should be determined on .the basis of consultation between the Company,

Staff, Residential Utility Consumer Office, and any other interested parties.

l

E

CARES PPFAC

Q. Does Mr. Erdwurm support your recommendation with respect to CARES

customers' PPFAC charges?

No. Staff recommends that the PPFAC rate for CARES customers be frozen at zero

except if a reduction in fuel and purchased power costs results in a negative PPFAC rate.

Mr. Erdumrm argues at page 12 of his Rebuttal Testimony that it is unfair for CARES

customers to enjoy a reduction in the PPFAC if they do not incur increases in the PPFAC

rate.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

A.

Q- Do you agree with Mr. Erdwunn's argument with respect to this issue?

No. The purpose of the CARES program is to provide an opportunity for those UNS8

customers who are facing more difficult economic circumstances than their more fortunate

neighbors to obtain electric service. Mr. Erdwulm's objection ignores this fact.

A.
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1 111. REVENUE SPREAD.

2

3 Q-

4

5

Please discuss "revenue spread" across classes.

UNS Electric proposed that all classes receive an equal percentage increase in adjusted

test-year revenue (9.21%) based on the Company's request), with the exception of

6

7

8

CARES customers, who receive a 9.41% decrease. This approach is consistent with

what was approved in UNS Electric's last rate case - Decision No. 70360 (May 27, 2008)

approved in Decision No. 70628and with the recent TEP rate case settlement

9

10

I I

12

(December 1, 2008). However, both Staff and RUCO now express an interest in seeing

revenue changes vary by rate class. UNS Electric is not necessarily opposed to varying

percentage increases, so long as the maximum percentage increase assigned to any class

is no more than 200% of the system average percentage increase. This helps avoid the

risk of rate shock.13

14

15 Iv. CARES AND LOW-INCOME.

16

1'7 Q. What are Staff and RUC() positions regarding expanding the low-income program?

18

19

20

Staff supports the expansion of the low-income program from 150% to 200% of poverty

level, and RUCO opposes the expansion. UNS Electric at this time is not taking a

position in favor of or opposed to the expansion of the low-income programs, since no

21 consensus has been reached on the issue. Additionally, UNS Electric is not opposed to

22 some minor changes in the structure of the CARES program, as long as the Company can

recover associated revenue shortfalls.23

24

25 Q- Please discuss UNS Electric's response to Staff's CARES and low-income proposals.

26

27

At pages 7-8 of his testimony, Staff witness Mr. William C. Stewart agrees with the

notion of expanding low-income program eligibility to customers whose income is 200%

A.

A.

A.

11



1 BEFORE THE ARIZONA CORPORATION COMMISSION

2

3

4

COMMISSIONERS
KRISTIN K. MAYES - CHAIRMAN
GARY PIERCE
PAUL NEWMAN
SANDRA D. KENNEDY
BOB STUMP

4

5

6

7

8

9

10

11

12

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND
REASONABLE RATES AND CHARGES
DESIGNED TO REALIZE A REASONABLE
RATE OF RETURN ON THE FAIR VALUE OF
THE PROPERTIES OF UNS ELECTRIC, INC.
DEVOTED TO ITS OPERATIONS
THROUGHOUT THE STATE OF ARIZONA.

13

) DOCKET NO. E-04204A-09-0_06
)
)
)
)
)
)
)
)
)
)

14

15

16

17 Rejoinder Testimony of

18

19 D. Bentley Erdwurm

20

21 on Behalf of

22

23 UNS Electric, Inc.

24

25 January 25, 2010

26

27



1 11. LOW-INCOME PROGRAM EXPANSION.

2

3 Q-

4

Staff witness Mr, William C. Stewart alleges that UNS Electric has changed its

position on Low~Income program expansion in Rebuttal testimony. What is your

5

6

7

8

9

10

11

12

13

14

response?

In Direct testimony, UNS Electric indicated that it supported expansion of the Low-

Income programs from 150% to 200% of poverty. UNS Electric believed that there was

consensus among stakeholders to expand the program. However, RUC() does not

support this expansion. In light of RUCO's position, UNS Electric is not taking a

position at this time on the expansion of the low-income programs. Additionally, UNS

Electric is not opposed to some minor changes in the structure of the CARES program,

provided the Company can recover associated revenue shortfalls. UNS Electric has

always expressed the position that its support of any program is conditioned on full

recovery of any revenue shortfall from other system customers.

15

16 Q- Does the Company remain opposed to Staff's proposed changes to the manner in

which the PPFAC is currently applied to low income customers?17

18

19

20

21

22

23

24

Yes. UNS Electric continues to oppose Staffs position that low-income customers be

subject only to PPFAC decreases, but not increases. UNS Electric's position is for

CARES customers to pay a reduced base power supply rate, and to freeze the PPFAC

forward and true-up components at zero upon implementation of new rates. UNS

Electric's proposal to reduce the base power supply is in addition to other discounts it

has proposed for CARES customers. Staffs proposal could result in significantly

increased PPFAC charges to non-low income customers, depending on changes in the

wholesale electric rates, although Staff has not addressed this potential impact.25

26

27

A.

A.

8
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1 VI. PROPOSED CHANGES TO THE PURCHASED POWER AND FUEL ADJUSTOR

CLAUSE.2

3

4 A. PPFAC Interest Rate.

5

6 Q- What is the current carrying cost applicable to PPFAC balances carried by UNS

Electric?7

8

9

10

The current rate applicable to PPFAC balances, whether they are in an over- or under-

recovered position, is the one-year Nominal U.S. Treasury Constant Maturities rate as

published in the Federal Reserve Statistical Release H.15 on the first day of each calendar

11 year. The rate currently in effect is 0.40%,

12

13

14

15

Q. Does this rate reflect the actual cost to UNS Electric of financing PPFAC cost

16

17

18

19

20

deferrals"

No. Under the joint revolving credit facility shared with UNS Gas, UNS Electric may

borrow Ar LIBOR plus 1.0%. This rate is typically much higher than the interest rate

applicable to short-term debt obligations issued by the U.S. Treasury. As may be seen in

Exhibit KCG-3, the rates on one-year U.S. Treasury bills and 3-month LIBOR tracked

very closely to one another through mid-2007. However, since that time, rates on 3-

month LIBOR borrowings have been significantly higher Dian rates on one-year Treasury

21 bills. When the additional 1.0% credit margin is added Io LIBOR to reflect the cost of

22 short-terrn borrowing to UNS Electric, it is readily apparent that the one-year U.S.

Treasury borrowing rate is not adequate in terms of providing full cost recovery to UNS

Electric.

23

24

25

26

27

A.

A.

21
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1 VI. PROPOSED CHANGES TO THE PURCHASED POWER AND FUEL A11_1UsT0R

CLAUSE.2

3

4 A. PPFAC Interest Rate.

5

6 Q- What is the current carrying cost applicable to PPFAC balances carried by UNS

Electric?7

8

9

10

The current rate applicable to PPFAC balances, whether they are in an over- or under»

recovered position, is the one-year Nominal U.S. Treasury Constant Maturities rate as

published in the Federal Reserve Statistical Release H.15 on the Erst day of each calendar

11

12

year. The rate currently in effect is O.40%.

13 Q- Does this rate reflect the actual cost to UNS Electric of financing PPFAC cost

deferrals"14

15

16

No. Under the joint revolving credit facility shared with UNS Gas, UNS Electric may

This rate is typically much higher than the interest rate

17

borrow at LIBOR plus 1.0%.

applicable to short-term debt obligations issued by the U.S. Treasury. As may be seen in

Exhibit KCG-3, the rates on one-year U.S. Treasury bills and 3-month LIBOR tracked18

19

20

21

23

very closely to one another through mid-2007. However, since that time, rates on 3-

month LIBOR borrowings have been significantly higher than rates on one-year Treasury

bills. When the additional 1.0% credit margin is added to LIBOR to reflect the cost of

short-term borrowing to UNS Electric, it is readily apparent that the one-year U.S.

Treasury borrowing rate is not adequate in terms of providing full cost recovery to UNS

Electric.24

25

26

27

22

A.

A.

21
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1

2

UNS Electric. As a consequence, a cost rate of 1.15% also represents a reasonable cost

estimate for the posting of cash collateral deposits by UNS Electric.

3

4 Q- What is your recommendation regarding the recovery of wholesale credit costs by

UNS Electric?5

6

7

8

9

10

12

13

14

I recommend that this cost be recovered through the Conlpany's PPFAC. It is a necessary

cost of procuring wholesale power and natural gas, and is also highly variable over time

due to commodity price swings and the varying length of procurement contracts

outstanding at any point in time. The cost of wholesale credit support can be easily

quantified by multiplying the aggregate balance of letters of credit and cash collateral

deposits outstanding by the 1.15% cost rate applicable under the UNS Electric credit

facility, adjusted for the number of days such balances are outstanding. Further, I

recommend that this cost rate be subject to adjustment should the cost of credit available to

UNS Electric be changed in the future.

15

16 Q- Is the Company recommending any other modification to the PPFAC mechanism

adopted by the Commission in Decision No. 70360?17

18 A. No.

19

20 VII. SUMMARY OF SCHEDULES.

21

22 A. Schedule A-4.

23

24 Q~ Please describe the information contained in Schedule A-4.

25

26

27

Schedule A-4 provides historical and projected information relating to construction

expenditures, net plant in service and gross utility plant in service, The projected

information for the period 2009-2011 is consistent with the base case financial forecast

A.

A.

24
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1

2

UNS Electric. As a consequence, a cost rate of 1.15% also represents a reasonable cost

estimate for the posting of cash collateral deposits by UNS Electric.

3

4 Q- What is your recommendation regarding the recovery of wholesale credit costs by

UNS Electric?5

6

7

8

9

10

11

12

13

14

I recommend that this cost be recovered through the Company's PPFAC. It is a necessary

cost of procuring wholesale power and natural gas, and is also highly variable over time

due to commodity price swings and the varying length of procurement contracts

outstanding at any point in time. The cost of wholesale credit support can be easily

quantified by multiplying the aggregate balance of letters of credit and cash collateral

deposits outstanding by the 1.15% cost rate applicable under the UNS Electric credit

facility, adjusted for the number of days such balances are outstanding. Further, I

recommend that this cost rate be subject to adjustment should the cost of credit available to

UNS Electric be changed in the future.

15

16 Q~

17

Is the Company recommending any other modification to the PPFAC mechanism

adopted by the Commission in Decision No. 70360?

18 No.

19

20

21

VII. SUMMARY OF SCHEDULES.

22 A. Schedule A-4.

23

24 Q- Please describe the information contained in Schedule A-4.

25

26

27

Schedule A-4 provides historical and projected information relating to construction

expenditures, net plant in service and gross utility plant in service. The projected

information for the period 2009-2011 is consistent with the base case financial forecast

A.

A.

A.

24
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1

2

support costs, is it the company's position that the

credit support costs should be recovered through the

3 PPFAC?

4

5

6

7

I think that's probably the best way to do it

simply because they are variable in nature. They are

not going to be the same year in and year out because

the amount of collateral either in terms of letters of

8 credit or cash collateral is not going to be the same

9

10

11

12

13

year in and year out.

Additionally, it is directly tied to the

procurement of the natural gas and purchased power costs

that are running through the fuel clause. So I think

for those reasons it is the best place for cost

14 recovery.

15 But are you also offering as an alternative that

16

17

they could be recovered through some sort of a pro forma

adjustment?

A.la Yes.

19

20

I mean if recovery through the fuel clause

is deemed to be not acceptable for whatever reason, then

I believe we should be entitled to recover those costs

21 through base rates.

22 Q

23

24 A.

25

So your position is they are currently not being

recovered through base rates?

No, they are not.

Did you record any sort of a credit andQ- Okay .

Arizona Reporting Service, Inc. www.az-rcporting.com

Court Reporting & Videoconferencing Center

A.

Q.

(602) 274-9944

Phoenix, AZ
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1

2

requirement is adopted. This ROE is so low that it even falls below the Company's

7.05% cost of debt that Mr. Rigsby recommends as being reasonable,

3

4 Q-

5

Did any other witness for RUCO comment on the Company's ability t0°earn its cost

of capital?

6

7

8

No. Although RUC() witness Ben Johnson discusses the need to consider the Company's

financial condition and its relatively weak credit rating in setting rates, he did not provide

a forward-looking analysis of the Company's financial condition.

9

10 Q.

12

Based on the financial impact of RUCO's rate recommendations, do you believe that

the adoption of RUCO's revenue requirement will result in earnings that are

sufficient to support UNS Electric's financial integrity?

13

14

No, I do not. If RUCO's revenue requirement is adopted, UNS Electric simply will not

be provided with an opportunity to either am its cost of capital or attract new capital on

reasonable terms .15

16

17 v. CHANGES TO PURCHASED PQWER AND FUEL ADJUSTOR CLAUSE.

18

19 A. Rebuttal of Staff Witness Dr. Thomas H. Fish.

20

21 Q-

22

Mr. Grant, did Staff witness Thomas Fish concur with the Company's proposed

change to the interest rate on balances of under- and over-recovered PPFAC costs?

23

24

25

26

No, he did not. Other than pointing out that the proposed interest rate would not be

consistent with the interest rate currently applicable to UNS Gas and Southwest Gas

Company, the only rationale he offered (at page 47 of his Direct Testimony) is that "a

higher rate could provide a disincentive to reduce bank balances and become less inclined

27

A.

A.

A.

26



to take all possible measures to reduce the cost of purchased power and file] to its

customers."

Do you agree with the rationale offered by Dr. Fish?

No. Such a minor change to the PPFAC interest rate would have no impact whatsoever

on the fuel and wholesale power procurement practices of UNS Electric. By requesting

an interest rate that reflects the actual cost of short-term borrowing at UNS Electric, the

Company is simply trying to recover its reasonable costs. And during periods when

PPFAC costs are over-recovered, such as presently exists, customers would actually

benefit more from the proposed change in the PPFAC interest rate.

Did Dr. Fish agree with the Company's request to include costs of wholesale credit

support in the PPFAC?

No, he did not. On page 49 of his Direct Testimony he states that since the costs of

wholesale credit support are not recorded in FERC Accounts 501, 547, 555 or 565, the

Company should not be permitted to recover such costs through the PPFAC. However,

he goes on to note that the Company "has another way to recover those costs" by

requesting their recovery "through rate cases."

Did Dr. Fish express any concern over the reasonableness or necessity of such costs"

No.

1

2

3

4 Q-

5 A.

6

7

8

9

10

11

12 Q.

13

14 A.

15

16

17

18

19

20 Q.

21 A.

22

23 Q.

24 A.

25

Why did the Company request that such costs be recovered through the PPFAC?

26

27

First, these costs are directly related to the fuel and wholesale power procurement

function. Second, the level of credit support will vary from season to season and year to

year depending on the size of the Company's payable balances and the market value of

forward energy purchases committed to by UNS Electric.

27



Q. If the Company's request to include these costs in the PPFAC is denied, what level

should be included in UNS Electn'c's non-fuel base rates?

As shown in Exhibit KCG-4 attached to my Direct Testimony, the Company was

required to provide substantial credit support to the fuel and wholesale power

procurement function shortly after the full requirements contract with Pinnacle West

Capital Corporation expired in May 2008. This requirement for wholesale credit support,

consisting of cash collateral placed in escrow and letters of credit issued for the benefit of

suppliers, is expected to continue as the Company's fuel and purchased power needs

increase over time, For purposes of determining an appropriate amount to include in base

rates, I recommend using the weekly average balance of wholesale credit support

provided over the period August 10, 2008 through April 12, 2009, as reiiected in Exhibit

KCG-4, and multiplying that average weekly balance by the 1.15% annual cost rate for

credit support discussed in my Direct Testimony. Based on an average weekly balance of

$17 million for this period, I recommend that $195,500 in annual credit support costs be

included in the Company's non-fuel revenue requirement.

Does this conclude your Rebuttal Testimony?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17 Q.

18 A.

19

20

21

22

Yes, it does.

23

24

25

26

27

A.

28
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Direct Testimony of Thomas H. Fish, Ph.D
Docket No. E-04204A-09-0-06
Page 48

to take all possible measures to reduce the cost of purchased power and fuel to its

customers. Second, the Company's current interest rate is consistent with the currently

authorized interest rate for both UNS Gas and Southwest Gas.

What do you recommend?

I recommend the Commission reject the Company's proposal.

Proposed Recovery of Credit Support Costs

Q, What does the Company request with respect to Recovery of Credit Support Costs?

A. The Company is requesting to recover this cost through the PPFAC.

Q,

A.

What are Credit Support Costs?

These are credit costs incurred when the Company must f inance temporary under-

collections of fuel and purchased power costs and when it must provide credit support to

wholesale counter-parties. The credit support takes the form of a letter of credit or cash

deposit. The Company may be required to provide assurance to a counter-party that it will

perform its obligation to purchase power or natural gas as specified by the contract.

1

2

3

4

5 Q .

6 1 A.

7

8

9

10

12

13

14

15 '

16

17

18

19

20

21

22

23

24

25

26

Q- What is the magnitude of UNS Electric's credit support?

According to Company witness Grant the Company has had between $7m and $l2m of

letters of credit outstanding and $12 million to $21 million of cash collateral outstanding

at any point in time since August of 2008. The annualized cost of any letter of credit is

1.15 percent of the face amount and the cost of cash collateral deposits is equal to LIBOR

plus l percent. Interest income on the escrow account may offset a portion of the rate paid

by the Company, the rate earned on escrow investments is typically lower than LIBOR

and does not cover the 1.0 percent credit margin also paid by the Company. Therefore,

A.
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I
r

according to Mr. Grant, a cost rate of .1.15 percent also represents a reasonable cost

estimate of case collateral deposits. The Company wishes to recover this cost through

PPFAC.

Q- Do you recommend that the Commission adopt the Company's proposed recovery of

Credit Support Costs?

No.

Q, Please explain.

First, the costs recovered by PPFAC should be directly related to purchased power or fuel

mosts. The PPFAC currently does this by allowing only fur recovery of expenses recorded

in FERC Accounts 501, 547, 555, and 565. In its last case the Company requested that

certain other costs be recovered through the PPFAC and was denied. The Commission

noted that no other utility was permitted to recover such costs ,and could see no valid

reason to depart. The same reasoning still holds. Second, the Company has another way

to recover those costs. It can request recovery of credit support costs, broker's fees, legal

fees and other related costs through rate cases.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

A.

A.

Forward Component Cap

In your opinion has the PPFAC been effective in its current form?Q,

A. In my opinion the PPFAC has worked as intended. It was implemented at a time of high

volatility in the energy markets and has responded to the changes in energy prices and

appears to have achieved its purposes.
I
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1 Q- What carrying cost do you recommend be applied to the Company's PPFAC

balances?2

3

4

5

6

7

8

I recommend use of the 3-month LIBOR rate that is published by the British Bankers

Association and the Wall Street Journal, plus 1.0% to cover the additional margin that

UNS Electric must pay for short-term borrowings. Additionally, I recommend that this

rate be re-set every month in order to reflect current credit market conditions, and that it

be further adjusted should the cost of credit under UNS Electric's credit facility (l.0%

credit margin) be changed in the future.

9

10 B. Recovery of Credit Support Costs.

11

12

13

Q- Does UNS Electric incur other credit-related costs to support the procurement of

wholesalepower and natural gas?

14

15

16

17

18

Yes. In addition to financing temporary under-collections of fuel and purchased power

costs, the Company must also provide credit support to wholesale counter-parties from

whom these purchases are made. This credit support may either take the form of a letter of

credit issued by a creditworthy bank or a deposit of cash collateral in an escrow account.

Credit support is often required to provide assurance to a wholesale counter-party that UNS

Electric will perform its obligation to purchase power or natural gas as specified by19

20

21

22

contract.

Q. Under what situations may wholesale credit support be required"

23

24

25

26

27

It is customary for a participant in the wholesale power and natural gas markets to set a

credit limit with each counter-party. Larger credit lines are typically extended to large

highly-rated market participants, while credit lines are typically much smaller for small

companies having weaker credit ratings. When the credit exposure to a counter-party

exceeds the specified credit limit, a request for credit support is made. From the standpoint

A.

A.

22



EXHIBIT

KCG-4



=
Woo.o

co

Q
.s

8
8

9
9
2
o
°°6

9
8o_|

E
2
2

. :W
w

.p
an

T
<9
o
ac

8
. :
ah
m e45*-"=.'

r - 9 9 :

. . - l v u - 1 . \ ..1-1.. ~l

9 9 4 1

l.llr.u.4.-I: l1la1q1.ne

4 1 ' - § =1 a : H9 s n ! . , . . . ~ .  g g

L14.1¢.nl.1ll'.ma

: > ' . a ' e ; ~ a 8 m a # : a  -

.'3!4'4-

" * I U

-

-

.1uwlnl.JllllJ="¢l

1,
M
M,

| i¥l§pi=

* * \ , l l  v i . ; ' W 9 E M l, ,

...

.-.-ms:-....-1: :_

9399-524.98

- ' -..."''.::.=..-....._...... u# 44

r
r

.E
'g
2

.g
22
48
ET
3%
38

To

2

§

WMRI M

F¥l&Mw9m8i§ku'-

"'<>q,

F r# - l I \ € "

o
oQ
o
oq
o
N
i n

g
3 8§

|
o
i s

oo
Q

nm
N
an

§
8 F



313



UNS Electric, Inc./ Rates

E-04204A-09-0206

2/4/2010

Vol. l

1

1

2

3

BEFORE THE ARIZONA CORPORATION COMMISSION

4
DOCKET NO.
E-04204A-09-0206

5

6

7

IN THE MATTER OF THE APPLICATION OF
UNS ELECTRIC, INC. FOR THE
ESTABLISHMENT OF JUST AND REASONABLE
RATES AND CHARGES DESIGNED TO
REALIZE A REASONABLE RATE OF RETURN
ON THE FAIR VALUE OF THE PROPERTIES
OF UNS ELECTRIC, INC. DEVOTED TO ITS
OPERATIONS THROUGHOUT THE STATE OF
ARIZONA.

)
)
)
)
)
)
)
)
)
)

8

9

10
At : Phoenix, Arizona

11
D a t e  : February 4, 2010

12
Filed:

13

14
REPORTER'S TRANSCRIPT OF PROCEEDINGS

15

16

17

18

19

20

VOLUME I
(Pages 1 through 214, inclusive.)

INC I

21

ARIZONA REPORTING SERVICE,
Court Reporting

Suite 502
2200 North Central Avenue
Phoenix, Arizona 85004-148122

23 By:
Prepared for

COLETTE E. ROSS
Certified Reporter
Certificate No. 5065824

25

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting 8: Videoconferencing Center
(602)274-9944

Phoenix, AZ



UNS Electric, Inc. I Rates

E-l]4204A-09-0206

2/4/2010

Vol. I

202

1

2

support costs in UNSE's books and records during the

test year?

3

4

5

6

7

They would be recorded as letter of credit costs

or maybe a short-term borrowing cost to fulfill cash

collateral deposits that would be in the interest

expense section of our income statement.

Q.

8

9

10

11

12 able to.

13 And

14

So are they labeled, I guess, with particularity

that you would be able to identify what the credit

support costs are as they are currently being tracked°

A. Depending on, you know, the format of the income

statement you ask me to look at, I probably would be

It is typically other interest expense, I

believe, is where letter of credit costs would go.

the interest on short-term borrowings would be shown as

15 an interest on short~term debt.

16 Q

17 A.

Is that how you have them labeled in UNSE's°

That's how they would labeled

18 Q Statement?

19 A.

20 Q The financials?

on our financial statements, yes.

Did you remove those credit

21

22

support costs from the your revenue requirement

calculations in this case?

23 A.

24

25

They weren't removed because they were never

included to begin with. Interest expense is typically

recovered through the weighted cost of debt times rate

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center

A.

(602)274-9944
Phoenix, AZ
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1 base

2 Q 4

3 A.

4 our weighted cost of debt.

5

6

7

Okay.

And this did not, these costs did not go into

We only included cost, if my

memory serves me correctly, we only included the costs

related to our long-term debt and we may have included

some revolving credit f ability commitment costs. But;

8

9

beyond that, we would not have included any letter of

credit costs nor would we have included the cost of

10

11

short-term borrowing in our original rate request,

And those are what you are categorizing as

12

Q.

credit support costs?

Yes.13

14 Q.

15

16

17

Okay. Getting back again, a few f inal

questions on the Black Mountain Generating Station, is

there any ser t of an arrangement that you UNS Electric

could enter into with UED for the purchase of the Black

18

19

Mountain Generating Station?

Well, that's what we are talking about.A. UED

20 Q I mean

21 A. UED owns i t .

22 Q I mean some ser t of financing arrangement with

23 UED.

24 A. I guess on a very short-term, interim basis you

25 could set up an intercompany note, but that's not a

Arizona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

A.

(602) 274-9944
Phoenix, AZ
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Direct Testimony of Ben Johnson, Ph.D.
On Behalf"ofThe Arizona Residential Utility Consumer Office, Docket No: E-04204A-09-0_06

1

2

3

4

5

6

7

8

9

10

11

ratepayers. The rationale for this policy is set forth in detail in the testimony of Ralph Smith,

tiled on behalf of RUCO in the pending UNS Gas rate case.

Second, RUCO believes it would appropriate, again as a matter of sound public policy,

to exclude a portion of purchased power and fuel related costs from the Company's PPFAC, in

order to provide an incentive for management to aggressively control these costs, and to

manage its power and fuel acquisition process as efficiently as possible. Historically, the

Company has acquired nearly all of its energy from a single supplier (Arizona Public Service

Company), and so arguably there was not a great need for an incentive mechanism in the

PPFAC. However, the Company plans to begin purchasing more power on the wholesale

market, and it plans to produce more of its power using its own generating facilities.

Accordingly, I recommend adopting a 90/10 sharing mechanism for UNSE that is like the one

utilized by APS.12

13

14

15 VII. Fair Value Rate of Return

16

17 Q-

18

19

The Commission's traditional method of calculating a rate of return for application to a

fair value rate base was recently addressed by the Arizona courts. Can you briefly explain

that proceeding, and how it relates to this case?

20 A.

21

22

23

24

25

On September 30, 2005 the Commission issued Decision No. 68176 granting a rate increase to

Chaparral City Water Company. ("Chaparral") In accordance with longstanding precedent, the

Commission multiplied the weighted average cost of capital (WACC) by the original cost rate

base (OCRB) to estimate the needed operating income. [Decision 68176, pp. 26-28] The

Commission then divided that required level of operating income by the fair value rate base

(FVRB) to arrive at a fair rate of return. [Id., p. 28] The fair rate ofretum was then applied to

44
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l rolling average adjustor would send appropriate price signals to customers as fuel costs increase or

2 decrease, while also smoothing out wide fluctuations in fuel costs. She also stated that RUCO's cap

3 proposal would provide protection for customers from sudden large increases, and that the 90/10

4 sharing mechanism would provide an incentive for the Company to better control its fuel and

5 purchased power costs (RUCO Ex. 10, at 7-8).

6 Staff and the Company oppose the RUC() PPFAC proposal. Staff witness Smith stated that

7 Staff prefers a forward mechanism that adjusts only once a year, and that a rolling average based

8 adjustor could reduce regulatory scrutiny, increase die level of deferrals, and cause customer

9 confusion due to frequent rate changes (Ex. S-56, at 79-80). On the Mtness stand, Mr. Smith also

10 expressed concern with the 6 mil cap mechanism proposed by RUCO because the cap is too low for

l I UNSE and could result in significant deferrals (Tr. 1392-93).

12 Company witness DeConcini  stated that RUCOls proposed sharing mechanism is

13 inappropriate for UNSE because, unlike APS, UNSE has no current caseload generation and is in the

14 process of acquiring new power resources (Ex. A-15, at 14). He added that a sharing mechanism

15 would expose the Company to volatility in the short-term power markets and could lead to a

16 confiscatory rate policy, because short-term resource costs are largely beyond the Company's control

17 (1d.>,

18 As stated above, we believe Staffs PPFAC recommendations are reasonable and should be

19 adopted. Both the Staff and Company witnesses pointed out potential problems with the adjustor

20 mechanism advocated by RUCO, including the possibility that signif icant deferrals could be

21 experienced by UNSE under a rolling average structure, the diminished regulatory oversight with

22 such a mechanism, and that it could cause confusion and customer dissatisfaction from frequent rate

23 adjustments. The witnesses also stated the reasons why a sharing mechanism is not appropriate for

24 UNSE, at this time, because of the potential volatility that would likely be experienced by the

25 Company at a time when it is acquiring new sources of power to replace its long-standing full I

26 requirements contract.

27 . 1 v

28 ...

72 DECISION NO. 70360
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1 transmission between NHS to Franconia Substation, as well as significant distribution

2 additions and improvements.

3

4 Q- In your opinion, are UNS Electric's capital investments necessary?

5

6

Absolutely, These capital investments are necessary for UNS Electric to be able to

provide customers with safe, reliable and affordable electric service to customers, both

7 now and in the future.

8

9 Iv. RULES AND REGULATIONS.

10

Q- Are you proposing any revisions to UNS Electric's Rules and Regulations.

12

13

14

Yes, we are proposing some minor revisions to the Rules and Regulations. We would also

request formal approval of our updated line extension policy submitted in compliance with

Decision No. 70360 (May 27, 2008) in our last rate case, along with further modifications

15

16

to include a Facilities Operating Charge. Attached as Exhibit TAM-2 is a red-line version

of  our  Rules  and Regula t ions  showing our

17

proposed revisions, including further

modifications to the proposed revisions to the Line Extension Policy that were submitted

18

19

on June 26, 2008 in Docket No. E-04204-06-0783. Exhibit TAM-3 is a clean version of

the proposed Rules and Regulations.

20

21 Q- What changes is UNS Electric proposing to its Line Extension Tariff?

22

23

24

25

26

27

Consistent with the Comnlission's order in the last UNS Electric rate case, the Company is

proposing to eliminate free footage allowance for any distribution line extensions and to

require the Customer to pay for all construction costs for such extensions as Contributions

in Aid of Construction. Further, the Company proposes to charge customers for any

operating expenses associated with the distribution line that exceeds operating revenues

according to the Economic Feasibility Criteria as modified in the proposed Rules and

A.

A.

A.

11
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1

1

2

3

4

The Canes Substation is also a Substation inherited from Citizens, with space available

for additional transformers a.nd auxiliary equipment as the need arises. UNS Electric is

currently anticipating setting another transformer in this Substation. The MOAB switch

is located just outside of the chain link fence enclosure of the Canez Substation.

5

6 Per our discussions with UNS Electric employees, the distribution network facilities in

the area will over time be compatible with the current TEP standards. This will occur as

replacements and repairs are needed to distribution lines, sMctures and equipment. We

observed replacements of structures and equipment at several locations in the distribution

system.

7

8

9

10

13

14

15

16

111.

Q-

RECOMMENDATIONS TO THE COMMISSION

What recommendations would you offer the Commission based upon the scope of

your reviews and field investigations of UNS Electric?

We have several recommendations that we offer to the Commission for its consideration

regarding UNS EIectn'c.

17

18

19

Our recommendations to the Commission include:

I

20

21

22

23

24

25

26

1. The Commission should require an annual report of the distribution indices

including a listing of the worst performing circuits and what steps are being

taken to mitigate these circuits poor performance by UNS. The report should

be separated by service area and by the results for the overall UNS system.

Other requirements for this report should conform to those required of

Arizona Public Service as described in the current settlement proceedings.

I

I

A.

I

i
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Direct Testimony of W. Michael Lewis
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2. The Company states in response to STF 8.1 that they invested approximately

$86 mill ion of  new plant since the end of the last test year. W M L & A

reviewed the major plant additions which I discuss in my testimony. Of the

plant i tems we inspected, we found that they were wel l  constructed,

functioning at expected levels, and are presently being used for the provision

of service to rate payers. Therefore, we recommend that the portion of plant

items completed and used and useful at the end of the test year in this

proceeding be included in this rate case.

3. Currently, BMGS is oared by UniSource Energy Development ("UED"),

however, our inspection of the BMGS facility indicates that the facility is

properly constructed and should be back to full operational levels once the

repairs are made by UED .
I

4. At such time if and when UNSE acquires the BMGS, any costs of repair not

covered by warranty should be borne by UED and not by UNSE at the time of

purchase.

l

2

3

4

5

6

7

8

9

10

12

13

14

IS

16

17

18

19

20

21

22

23

24

25

If UNSE ultimately acquires BMGS, UNSE should be required to demonstrate

to the Commission that there are no limitations due to water availability on the

required operations of both Unit #1 and Unit #2.
z

5.

6. UNS Electric's maintenance scheduling at the BMGS Facility should include

thermal scanning of the substation/switchyard bus and connected lines on a

regular basis, if it ultimately acquires the facility.

F

L

r
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1 Q

2 A.

It begins on page 10 of your rebuttal testimony.

Yes, I did comment on his comments .

3 Q

4

5

6

Can you explain a little bit further for me why

the company is opposed to providing on an annual basis a

list of the worst performing circuits.

Just a few comments about that.A. When we

7

8

g

10

acquired the Citizens Utilities and turned it into

UNS Electric, they did not have the same degree of

detail on their systems and distribution systems and

feeders that we have at Tucson Electric.

11

12

13

As a result of that, in our system, our GIS

system at Tucson Electric, we have feeders, number of

We have a lot of detail,

14

15 i s We have of a lot

16

customers per each feeder.

where it is located, you know, how it is, how it is

operated, what the loading on it.

of that data. For our UNS Electric territory we do not.

17

18

19

20

21

To be able to do the same degree of detail on those

efforts, you know, it is probably a 5 to $6 million

error t to attempt to collect that information and data,

not just produce the indices but collect the data to do

the same degree of detail that we do at Tucson Electric.

22

23

24

25

At the moment we didn't think that was prudent

because we are still using the general distribution

indices for both regions, which are Lake Havasu area,

the Kinsman area, and the Santa Cruz area . And we

An'zona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602)274-9944
Phoenix, AZ
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1

2

believe that our increasing reliability has been shown

that we do use those indices as our methods to look

3 overall at the facilities.

4

Trying to point to an

individual circuit or individual feeder, it is much more

5 difficult.

6 Q

7

8

But as far as the cost, you are not suggesting

that it would cost $5 million or more just to put

together a list of the

A .9

10

11

12

To collect the data to put the list together, in

other words you have to put it into a computerized

You have to realize the number of customers,

We don't have the

system.

the number of feeders, the numbers

13

14

15 time.

16

17

18

19

physical data on these systems in UNS Electric as we do

at TEP because it hasn't been collected over a period of

So it would be an effort to go out and collect

all of that information, insert it into a database

system, and then to be able to do the same analysis that

we do for the worst performing circuits.

The other f actor that we have in UNS Electric is

20

21

22

that all of the transmission or the loads and power

coming to our areas is coming through the Western

In Tucson Electric we havesystem, or the WAPA system.

23 So many of

24

25

our own system that supplies power to us .

the, many of the indices are directly affected because

Western's system is maybe not up to date or has problems

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center
(602) 2'74-9944
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1

2

3

4

5

mechanically with their equipment causing us to have

disturbances in our distribution system, which, again,

for us to report those outages in that degree of detail,

it is really Western is causing the problem and not

UNS Electric.

6 Q

7

8

9

So right now, then, is it correct to say that

absent your under taking a very expensive data collection

effort that you can't identify the worst performing

circuits for UNSE?

10 A. We could do it in a different mode. It wouldn't

11 We could also supply, you

12

be the same degree of detail.

know, our SAIFI, CAIDI, and SAIDI numbers . Those

13 We

14

numbers, those are based on over five years of data.

So it is a matter

15

have just about got there from 2003.

we didn't even have the data that was statistically

16

17 for TEP.

18

19

capable of procuring the same information that we would

We are almost there in regards to our

ownership of the facilities, but the degree of

identifying those specific circuits would not be as

20 a c c u r a t e a s o u r T u c s o n E l e c t r i c i n f o r m a t i o n .

21 Q Okay .

22

So you could prepare a list, it just

wouldn't be comparable to what

23 A. Yes.

24 Q TOP provides at this point in time?

25 A. Right

An'zona Reporting Service, Inc. www.az-reporting.com
Court Reporting & Videoconferencing Center

(602)274~9944
Phoenix, AZ
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l

2

maintenance has worked well at UNS Electric based on limited personnel having been

trained on the use of this specialized equipment and cost considerations.

3

4 Q-

5

6

Do you have anything to add regarding the Company's response to Mr. Lewis'

recommendation that UNS Electric list the worst performing circuits in an annual

report of the distribution indices?

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

Such a requirement is unnecessary given the Company's current system reliability

monitoring and maintenance. Though UES does not record or report its "Worse

Performing Circuits", UES does track and review circuit and lateral performance through

its daily Trouble Tickets and Outage Reports. Outage and Trouble Tickets not only

identify outages and the number of outage, they are also used to identify voltage issues,

equipment or facility problems. This information is then used for future planning or for

immediate resolution. The Company also collects SAIFI (System Average Interruption

Frequency Index) and CAIDI (Customer Average Intemlption Duration Index) data on a

regular basis. That data is reviewed for operational and reliability issues and is also

submitted to the Commission. These indices provide additional data regarding the

reliability of the UNS Electric distribution system, and the data is used in our evaluation

of needed repairs and upgrades. Listing "worst performing circuits" effectively

duplicates the Company's current reliability monitoring and really does not incorporate

other important reliability considerations such as the number of customers affected or the

cost of maintenance, repair or upgrade for a particular circuit.

22

23 Q- Does this conclude your Rejoinder Testimony?

24 Yes,

25

26

27

A.

A.

4
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I

Direct Testimony of w. Michael Lewis
Docket No, E-042044-09-0206
Page 32

2. The Company states in response to STF 8.1 that they invested approximately

$86 mil l ion of  new plant since the end of  the last test year. W M L& A

reviewed the major plant additions which I discuss in my testimony, Of the

plant i tems we inspected, we found that they were wel l  constmeted,

functioning at expected levels, and are presently being used for the provision

of service to rate payers. Therefore, we recommend that the portion of plant

items completed and used and useful at the end of the test year in this

proceeding be included in this rate case.

3. Currently, BMGS is owned by UniSource Energy Development {"UED"),

however, our inspection of the BMGS facility indicates that the facility is

properly constructed and should be back to full operational levels once the

repairs are made by UED.

4. At such time if and when UNSE acquires the BMGS, any costs of repair not

covered by warranty should be borne by UED and not by UNSE at the time of

purchase.

l

2

3

4

5

6

7

8

9

10

13

14

15

16

17

18

19

20

21

22

23

24

25

If UNSE ultimately acquires BMGS, UNSE should be required to demonstrate

to the Commission that there are no limitations due to water availability on the

required operations of both Unit #1 and Unit #2.

r

5.

6. UNS Electric's maintenance scheduling at the BMGS Facility should include

thermal scanning of the substation/switchyard bus and connected lines on a

regular basis, if it ultimately acquires the facility.

I

I
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I

Direct Testimony of W. Michael Lewis
Docket No. E-04204A-09-0_06
Page 32

l
5

2. The Company states in response to STP 8.1 that they invested approximately

$86 mil l ion of  new plant since the end of the last test year. W M L & A

reviewed the major plant additions which I discuss in my testimony. Of the

plant i tems we inspected, we found that they were wel l  constructed,

functioning at expected levels, and are presently being used for the provision

of seMce to rate payers. Therefore, we recommend that the portion of plant

items completed and used and useful at the end of the test year in this

proceeding be included in this rate case.

3, Currently, BMGS is owned by UniSource Energy Development ("UED"),

however, our inspection of the BMGS facility indicates that the facility is

properly constructed and should be back to full operational levels once the

repairs are made by UED.

i
g

4. At such time if and when UNSE acquires the BMGS, any costs of repair not

covered by warranty should be borne by UED and not by UNSE at the time of

purchase.

1

I
I

!

If UNSE ultimately acquires BMGS, UNSE should be required to demonstrate

to the Commission that there are no limitations due to water availability on the

required operations of both Unit #1 and Unit #2.

I

2

3

4

5

6

7

8

9

10

13

14

15

16

17

18

19

20

21

22

23

24

25

I
I

5.

6, UNS Electric's maintenance scheduling at the BMGS Facility should include

thermal scanning of the substation/switchyard bus and connected lines on a

regular basis, if it ultimately acquires the facility.
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I

Direct Testimony of W. Michael Lewis
Docket No. E-04204A-09-0206
Page 32

2. The Company states in response to STF 8.1 that they invested approximately

$86 mill ion of new plant since the end of the last test year. W M L & A

reviewed the major plant additions which I discuss in my testimony. Of the

plant i tems we inspected, we found that they were wel l  constructed,

tiinctioning at expected levels, and are presently being used for the provision

of service to rate payers. Therefore, we recommend that the portion of plant

items completed and used and useful at the end of the test year in this

proceeding be included in this rate case.

3. Currently, BMGS is owned by UniSource Energy Development ("UED"),

however, our inspection of the BMGS facility indicates that due facility is

properly constructed and should be back to full operational levels once the

repairs are made by UED.
r

4. At such time if and when UNSE acquires the BMGS, any costs of repair not

covered by warranty should be borne by UED and not by UNSE at the time of

purchase.

r

L

L

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

5. If UNSE ultimately acquires BMGS, UNSE should be required to demonstrate

to the Commission that there are no limitations due to water availability on the

required operations of both Unit #1 and Unit #2 .

6. UNS Electric's maintenance scheduling at the BMGS Facility should include

thermal scanning of the substation/switchyard bus and connected lines on a

regular basis, if it ultimately acquires the facility.

r
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Direct Testimony of W. Michael Lewis
Docket No. E-04204A-09-0206
Page 32

2. The Company states in response to STP 8.1 that they invested approximately

$86 mil l ion of  new plant since the end of  the last test year. W M L& A

reviewed the major plant additions which I discuss in my testimony. Of the

plant i tems we inspected, we found that they were wel l  constructed,

functioning at expected levels, and are presently being used for the provision

of service to rate payers. Therefore, we recommend that the portion of plant

items completed and used and useful at the end of the test year in this

proceeding be included in this rate case.

3. Currently, BMGS is owned by UniSource Energy Development ("UED"),

however, our inspection of the BMGS facility indicates that the facility is

properly constructed and should be back to full operational levels once the

repairs are made by UED.
I

4. At such time if and when UNSE acquires the BMGS, any costs of repair not

covered by warranty should be borne by UED and not by UNSE at the time of

purchase.

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

If UNSE ultimately acquires BMGS, UNSE should be required to demonstrate

to the Commission that there are no limitations due to water availability on the

required operations of both Unit #1 and Unit #2. |
I

1
1

5.

6. UNS Electric's maintenance scheduling at the BMGS Facility should include

thermal scanning of the substation switchyard bus and connected lines on a

regular basis, if it ultimately acquires the facility.
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1 Q» Will UED incur any costs due to the broken blade that are not covered by warranty"

2 No.

3

4 Q-

5

6

Mr. Lewis also recommends that UNS Electric demonstrate that there are no

limitations due to water availability on the required operations of both Unit #1 and

Unit #2, How does UNS Electric respond"

7

8

9

10

As shown in Exhibit TAM-4, the plant water demand is 236.5 gallons per minute (rpm).

The plant currently has well capacity of 425 rpm. The Company is also finishing a project

that ties into the County water system that provides an additional 125 rpm water supply.

This project will be done by Me end of December 2009 and will give the plant total water

availability up to 550 rpm. In addition, the plant has a 300,000 gallon water storage tank.11

12

13 Q. Will the Company employ thermal scanning of the substation/switchyard bus and

connected lines to the BMGS Facility, if it acquires the facility, as suggested by Mr.14

15

16 A.

17

18

Lewis?

The Company currently uses thermal scanning annually in Santa Cruz County, and on a

case-by-case basis in Mohave County, such as when a substation is De~energized for

maintenance and re~energized, or when equipment, terminations or devices are suspect. If

so ordered, the BMGS switchyard can be scanned annually, as well.19

20

21 Q- Even with the broken blade, is BMGS still used and useful and serving customers?

22 A.

23

24

25

Yes. The broken blade was discovered during routine maintenance in the fall, but operated

during the peak summer months with the damage occurring in July 2009. In addition, Unit

2 is currently available for operation while the Unit 1 engine is in for repair. Because the

plant is operational now, UNS Electric sees no reason to delay the Company's proposal to

rate base BMGS.26

27

A.

6
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1

2 Q Thank you.

3

4

the facility.

Okay.

Going on to number 5, is that still your current

recommendation?

5 A. In rebuttal

6 testimony, Mr.

Yes, but not as strongly.

McKenna gave additional information on

7

8

9

the water availability, including an update on a project

to increase that availability that I was not aware of.

So I would maintain that this is one of the things that

10 should be visited again prior to a purchase.

think Mr. McKenna has at least demonstrated that there

But I

11

12 is no limitation due to raw water availability now.

13 Q So you think he has met that number 5?

14 A

15 Q

16 And

17

Okay.

As f at as raw water availability, yes.

And then, f i n a l l y , number 6, I know that there

was some testimony going back and forth on this.

can you explain to me where you stand on this issue

18 today

19

20

21

22

23

24

25

My recommendation to any utility would be that

they periodically use thermal scanning to assist the

reliability of their substation, switchyard and even

overhead lines on a regular basis. At the very minimum,

prior to any purchase or acquisition of Black Mountain

Generating Station, the due diligence evaluation should

include this thermal scanning of the substation.
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Direct Testimony of W. Michael Lewis
Docket No. E-04204A-09-0-06
Page 32

2. The Company states in response to STF 8.1 that they invested approximately

$86 mil l ion of  new plant since the end of  the last test year. W lv lL&A

reviewed the major plant additions which I discuss in my testimony. Of the

plant i tems we inspected, we found that they were wel l  constructed,

functioning at expected levels, and are presently being used for the provision

of service to rate payers. Therefore, we recommend that the portion of plant

items completed and used and useti i l  at the end of the test year in this

proceeding be included in this rate case.

3. Currently, BMGS is owned by UniSource Energy Development ("UED"),

however, om' inspection of the BMGS facility indicates that the facility is

properly constructed and should be back to full operational levels once the

repairs are made by UED.

4. At such time if and when UNSE acquires the BMGS, any costs of repair not

covered by warranty should be borne by UED and not by UNSE at the time of

purchase.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

If UNSE ultimately acquires BMGS, UNSE should be required to demonstrate

to the Commission that there are no limitations due to water availability on the

required operations of both Unit #1 and Unit #2.

5.

6. UNS Electric's maintenance scheduling at the BMGS Facility should include

thermal scanning of the substation switchyard bus and connected lines on a

regular basis, if it ultimately acquires the facility.

I

I
I

I
I
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1

2 Q Q
Thank you .

3

the f ability.

Okay.

Going on to number 5, is that still your current

recommendation°4

5 A. Yes, but not as strongly.

McKenna gave additional information on

In rebuttal

6 testimony, Mr.

7

8

9

the water availability, including an update on a project

to increase that availability that I was not aware of.

So I would maintain that this is one of the things that

But I10 should be visited again prior to a purchase.

think Mr. McKenna has at least demonstrated that there11

12 is no limitation due to raw water availability now.

13 Q So you think he has met that number 5 ?

14 A.

15 Q

16 And

17

Okay.

As f at as raw water availability, yes.

And then, finally, number 6, I know that there

was some testimony going back and for th on this.

can you explain to me where you stand on this issue

18 today

A.19

20

21

22

23

24

My recommendation to any utility would be that

they periodically use thermal scanning to assist the

reliability of their substation, switchyards and even

overhead lines on a regular basis. At the very minimum,

prior to any purchase or acquisition of Black Mountain

Generating Station, the due diligence evaluation should

include this thermal scanning of the substation.25
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1

2

Conditions Governing Extensions of Electric Distribution Lines and Services
Line extension measurements will be along the route of construction
required. This measurement will include primary, secondary and service
lines.

3

4

5

6

Prior to the installation of facilities, the Customer will be
required to pay the estimated cost of the construction of the
distribution facilities. Upon completion of construction the
Company will compare actual cost to the estimated cost
and any difference will be either billed or refunded to the
Customer.

7

8 Q-

9

10

11

12

How does the Company respond to Staff's recommendation that the Commission

consider granting a waiver to A.A.C. R14-2-207.C. for UNS Electric in this

proceeding?

The Company supports that recommendation and believes an explicit waiver would

clarify the Commission's present policy regarding free footage.

13

111. ENGINEERING ISSUES.14

15

16

17

Q-

18

Staff witness W. Michael Lewis believes that the Company may be reluctant to

employ thermal scanning at the BMGS substation (see page 2 of his Surrebuttal

Testimony). Is that the case?

19

20

21

22

23

24

25

26

No. The Company, however, should be allowed to determine the appropriate timing of

any scan as part of its overall system maintenance. Such scans are labor intensive and

would needlessly increase expenses and interfere with other operation and maintenance

activities if the Company was required to conduct scans at the BMGS substation on a

particular, yet unnecessary schedule. Though not perfonned annually, thermal scanning

is performed by UES Substation Technicians as part of the procedure during maintenance

and substation down time. Thermal scanning is also used when equipment (connectors,

switches, insulators, underground terminators, etc.) is suspect. This approach to

27

A.

A.

D.

1.

3
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1

2

Conditions Governing Extensions of Electric Distribution Lines and Services
Line extension measurements will be along the route of construction
required. This measurement will include primary, secondary and service
lines.

3

4

5

6

Prior to the installation of facilities, the Customer will be
required to pay the estimated cost of the construction of the
distribution facilities. Upon completion of construction the
Company will compare actual cost to the estimated cost
and any difference will be either billed or refunded to the
Customer.

7

8 Q-

9

10

How does the Company respond to Staff's recommendation that the Commission

consider granting a waiver to A.A.C. R14-2.-207.C. for UNS Electric in this

proceeding?

11

12

The Company supports that recommendation and believes an explicit waiver would

clarify the Commission's present policy regarding free footage.

13

14 III. ENGINEERING ISSUES.

15

16 Q- Staff witness W. Michael Lewis believes that the Company may be reluctant to

employ thermal scanning at the BMGS substation (see page 2 of his Surrebuttal

Testimony). Is that the case?

17

18

19

20

21

22

23

No. The Company, however, should be allowed to determine the appropriate timing of

any scan as part of its overall system maintenance. Such scans are labor intensive and

would needlessly increase expenses and interfere with other operation and maintenance

activities if the Company was required to conduct scans at the BMGS substation on a

particular, yet unnecessary schedule. Though not performed annually, thermal scanning

is performed by UES Substation Technicians as part of the procedure during maintenance

and substation down time. Thermal scanning is also used when equipment (connectors,

switches, insulators, underground tenninators, etc.) is suspect. This approach to

24

25

26

27

A.

A.

D.

1.

3



1

2

maintenance has worked well at UNS Electric based on limited personnel having been

trained on the use of this specialized equipment and cost considerations.

3

4 Q.

5

6

Do you have anything to add regarding the Company's response to Mr. Lewis'

recommendation that UNS Electric list the worst performing circuits in an annual

report of the distribution indices?

7

8

9

10

11

Performing Circuits"

12

13

14

15

16

17

18

19

20

21

Such a requirement is unnecessary given the Company's current system reliability

monitoring and maintenance. Though UES does not record or report its "Worse

, UES does track and review circuit and lateral performance through

its daily Trouble Tickets and Outage Reports. Outage and Trouble Tickets not only

identify outages and the number of outage, they are also used to identify voltage issues,

equipment or facility problems. This information is then used for future planning or for

immediate resolution. The Company also collects SAIFI (System Average Interruption

Frequency Index) and CAIDI (Customer Average Interruption Duration Index) data on a

regular basis. That data is reviewed for operational arid reliability issues and is also

submitted to the Commission. These indices provide additional data regarding the

reliability of the UNS Electric distribution system, and the data is used in our evaluation

of needed repairs and upgrades. Listing "worst performing circuits" effectively

duplicates the Company's current reliability monitoring and really does not incorporate

other important reliability considerations such as the number of customers affected or the

cost of maintenance, repair or upgrade for a particular circuit.

22

23 Q~ Does this conclude your Rejoinder Testimony?

24 Yes.

25

26

27

A.

A.

4
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1

2

3

4

124

substation or equipment and see if you have a hot spot.

Hot spot means something is arcing, something is

f aultinq, there is some loose connection, there is a

potential problem,

5 We do thermal scanning.

as-needed basis at UNS Electric.

We do it on an

6

7

8

g

10 So we

11 do thermal scanning.

12

Before going into a

yard for repair, we go ahead and check that out to make

sure nobody would be in danger, let's say, of a short

which is grounding out through a piece of equipment and

somebody were to touch it and be a safety issue.

We just don't do them on an annual

repetitive basis up at UNS Electric.

13 It takes training to train

skit in order to use the device.

it takes some

14 So we have two people

And we have15

16

that are available to do this type of work.

quite a few substations within the UNS Electric

17 We do it on an

18 shutting

19

20

territory, So we don't do it annually.

as-needed basis when we are going into repair,

it down, replacing things and equipment in the

substations, and then we do utilize it. I t is an

21

22

23

essential tool to make sure people are safe and to note

if there are any potential problems that they have to

correct when in there. But we just don't do it

24 annually.

25 Q Do you have your rebuttal testimony with you°
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Direct Testimony of W. Michael Lewis
Docket No. E-04204A-09-0_06
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!

The Canes Substation is also a Substation inherited 80m Citizens, with space available

for additional transformers and auxiliary equipment as the need arises. UNS Electric is

currently anticipating setting another transformer in this Substation. The rOAd switch

is located just outside of the chain link fence enclosure of the Canes Substation.

Per our discussions with UNS Electric employees, the distribution network facilities in

the area M}1 over time be compatible with the current TEP standards. This will occur as

replacements and repairs are needed to distribution lines, structures and equipment. We

observed replacements of structures and equipment at several locations in the distribution

system.

111.

Q-

RECOMMENDATIONS TO THE COMMISSION

What recommendations would you offer the Commission based upon the scope of

your reviews and field investigations of UNS Electric?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

A. We have several recommendations that we offer to the Commission for its consideration

regarding UNS Electric.

17

18
19

Our recommendations to the Commission include:

v

I

20

21

22

23

24

25

26

l. The Commission should require an annual report of the distribution indices

including a listing of the worst performing circuits and what steps are being

taken to mitigate these circuits poor performance by UNS. The report should

be separated by service area and by the results for the overdo UNS system.

Other requirements for this report should conform to those required of

Arizona Public Service as described in the current settlement proceedings.
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1

2

maintenance has worked well at UNS Electric based on limited personnel having been

trained on the use of this specialized equipment and cost considerations.

3

4 Q,

5

6

Do you have anything to add regarding the Company'5 response to Mr. Lewis'

recommendation that UNS Electric list the worst performing circuits in an annual

report of the distribution indices?

7

8

9

10

11

Performing Circuits",

12

13

14

15

16

17

18

19

20

21

Such a requirement is unnecessary given the Company's current system reliability

monitoring and maintenance. Though UES does not record or report its "Worse

UES does track and review circuit arid lateral performance through

its daily Trouble Tickets and Outage Reports. Outage and Trouble Tickets not only

identify outages and the number of outage, they are also used to identify voltage issues,

equipment or facility problems. This information is then used for future planning or for

immediate resolution. The Company also collects SAIFI (System Average Interruption

Frequency Index) and CAIDI (Customer Average Interruption Duration Index) data on a

regular basis. That data is reviewed for operational and reliability issues and is also

submitted to the Commission. These indices provide additional data regarding the

reliability of the UNS Electric distribution system, and the data is used in our evaluation

of needed repairs and upgrades. Listing "worst performing circuits" effectively

duplicates the Company's current reliability monitoring and really does not incorporate

other important reliability considerations such as the number of customers affected or the

cost of maintenance, repair or upgrade for a particular circuit.

22

23 Q- Does this conclude your Rejoinder Testimony?

24 Yes .

25

26

27

A.

A.

4
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1

2

maintenance has worked well at UNS Electric based on limited personnel having been

trained on the use of this specialized equipment and cost considerations.

3

4 Q.

5

6

Do you have anything to add regarding the Company's response to Mr. Lewis'

recommendation that UNS Electric list the worst performing circuits in an annual

report of the distribution indices?

7

8

9

10

A.

11

12

13

14

15

16

17

18

19

20

21

Such a requirement is unnecessary given the Company's current system reliability

monitoring and maintenance. Though UES does not record or report its "Worse

Performing Circuits", UES does track and review circuit and lateral performance through

its daily Trouble Tickets and Outage Reports. Outage arid Trouble Tickets not only

identify outages and the number of outage, they are also used to identify voltage issues,

equipment or facility problems. This information is then used for future planning or for

immediate resolution. The Company also collects SAIFI (System Average Interruption

Frequency Index) and CAIDI (Customer Average Intemiption Duration Index) data on a

regular basis. That data is reviewed for operational and reliability issues and is also

submitted to the Commission. These indices provide additional data regarding the

reliability of the UNS Electric distribution system, and the data is used in our evaluation

of needed repairs and upgrades. Listing "worst performing circuits" effectively

duplicates the Company's current reliability monitoring and really does not incorporate

other important reliability considerations such as the number of customers affected or the

cost of maintenance, repair or upgrade for a particular circuit.

22

23 Q, Does this conclude your Rejoinder Testimony?

24 Yes .

25

26

27

A.

4
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2

maintenance has worked well at UNS Electric based on limited personnel having been

trained on the use of this specialized equipment and cost considerations.

3

4 Q-

5

6

Do you have anything to add regarding the Company's response to Mr. Lewis'

recommendation that UNS Electric list the worst performing circuits in an annual

report of the distribution indices?

7

8

9 Performing Circuits",

10

11

12

13

14

15

16

17

18

19

20

21

Such a requirement is unnecessary given the Company's current system reliability

monitoring and maintenance. Though UES does not record or report its "Worse

UES does track and review circuit and lateral performance through

its daily Trouble Tickets and Outage Reports. Outage and Trouble Tickets not only

identify outages and the number of outage, they are also used to identify voltage issues,

equipment or facility problems. This infonnation is then used for future planning or for

immediate resolution. The Company also collects SAIFI (System Average Interruption

Frequency Index) and CAIDI (Customer Average Intemlption Duration Index) data on a

regular basis. That data is reviewed for operational and reliability issues and is also

submitted to the Commissions These indices provide additional data regarding the

reliability of the UNS Electric distribution system, and the data is used in our evaluation

of needed repairs and upgrades. Listing "worst performing circuits" effectively

duplicates the Company's current reliability monitoring and really does not incorporate

other important reliability considerations such as the number of customers affected or the

cost of maintenance, repair or upgrade for a particular circuit.

22

23 Q- Does this conclude your Rejoinder Testimony?

24 Yes .

25

26

27

A.

A.
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2

maintenance has worked well at UNS Electric based on limited personnel having been

trained on the use of this specialized equipment and cost considerations.

3

4 Q-

5

6

Do you have anything to add regarding the Company's response to Mr. Lewis'

recommendation that UNS Electric list the worst performing circuits in an annual

report of the distribution indices?

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Such a requirement is unnecessary given the Company's current system reliability

monitoring and maintenance. Though UES does not record or report its "Worse

Performing Circuits", UES does track and review circuit and lateral performance through

its daily Trouble Tickets and Outage Reports. Outage and Trouble Tickets not only

identify outages and the number of outage, they are also used to identify voltage issues,

equipment or facility problems, This information is then used for future planning or for

immediate resolution. The Company also collects SAIFI (System Average Interruption

Frequency Index) and CAIDI (Customer Average Interruption Duration Index) data on a

regular basis. That data is reviewed for operational and reliability issues and is also

submitted to the Commission, These indices provide additional data regarding the

reliability of the UNS Electric distribution system, and the data is used in our evaluation

of needed repairs and upgrades. Listing "worst performing circuits" effectively

duplicates the Company's current reliability monitoring and really does not incorporate

other important reliability considerations such as the number of customers affected or the

cost of maintenance, repair or upgrade for a particular circuit.21

22

Q- Does this conclude your Rejoinder Testimony"23

24 Yes.
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26
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A.

A.
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1 Q

2

It begins on page 10 of your rebuttal testimony.

Yes, I did comment on his comments.

3 Q

4

5

6

Can you explain a little bit fur thee for me why

the company is opposed to providing on an annual basis a

list of the worst performing circuits.

Just a few comments about that.A. When we

7

8

9

acquired the Citizens Utilities and turned it into

UNS Electric, they did not have the same degree of

detail on their systems and distribution systems and

feeders that we have at Tucson Electric.10

11

12

As a result of that, in our system, our GIS

system at Tucson Electric, we have feeders, number of

13 We have a lot of detail,

14

15

16

customers per each feeder.

where it is located, you know, how it is, how it is

operated, what is the loading on it. We have of a lot

of that data. For our UNS Electric territory we do not.

17

18

19

20

21

22

23

24

25

To be able to do the same degree of detail on those

efforts, you know, it is probably a 5 to $6 million

effort to attempt to collect that information and data,

not just produce the indices but collect the data to do

the same degree of detail that we do at Tucson Electric

At the moment we didn't think that was prudent

because we are still using the general distribution

indices for both regions, which are Lake Havasu area,

the Kingman area, and the Santa Cruz area. And we
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believe that our increasing reliability has been shown

that we do use those indices as our methods to look

3 overall at the facilities.

4

Trying to point to an

individual circuit or individual feeder, it is much more

5

6 Q But as far as the cost, you are not suggesting

7 that it would cost $5 million or more just to put

8 together a list of the

A .9 in

10

11

12

To collect the data to put the list together,

other words you have to put it into a computerized

You have to realize the number of customers,

We don't have the

system.

the number of feeders, the numbers.

13

14

15

physical data on these systems in UNS Electric as we do

at TEP because it hasn't been collected over a period of

So it would be an effort to go out and collecttime .

16 all of that information, insert it into a database

17

18

19

system, and then to be able to do the same analysis that

we do for the worst performing circuits.

The other f actor that we have in UNS Electric is

20 that all of the transmission or the loads and power

21

22

coming to our areas is coming through the Western

In Tucson Electric we havesystem, or the WAPA system.

23 So many of

24

25

our own system that supplies power to us.

the, many of the indices are directly affected because

Western's system is maybe not up to date or has problems
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Docket No. E-04204A-09-0206
Page 56

Do you recommend that the Commission authorize the Company to include BMGS

in rate base as a post test-year plant in service adjustment?

No. In its last rate case the Commission provided the Company the financing capability to

purchase the plant. The Company chose not to do so. Therefore, since the Company does

not own the plant, it should not be included in rate base.

PRUDENCE REVIEW OF FUEL AND PURCHASED POWER POLICY

Introduction

Q, Did Staff direct you to perform a prudence review of UNS Electric's Fuel and

Purchased Power policies?

A. Yes .

Q- How does the Company currently acquire power?

The Company has: (1) entered into power supply contracts for base load and on-peak

power for 50 percent of its energy requirements, (2) uses its four turbines with a total

generating capacity of 65MW at the Valencia Substation in Santa Cruz County, and (3)

entered into a Purchase Power Agreement with UniSource Energy Development Company

for power from Black Mountain Generating Station.

:
I

Q-

1 _ Q ~

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A.

A.

A.

Describe the Company's power supply contracts,

About 25 percent of requirements are fixed price capacity purchases, and about 35 percent

are gas indexed capacity purchases. The remaining requirements are met through: the

PPA with UED to provide power from BMGS; the Valencia Generating Station; and

short-tenn purchases .
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E
I
I

Electric." Gas is transported on the UNS Gas distribution system in accordance with the

"Gas Transportation Agreement between UNS Gas and UNS Electric."

Q-

A.

What do you conclude as a result of your investigation?

I conclude that the Organization, Staffing, and Controls functions of UNSE's PPFAC

policy are reasonable and operate as intended.

Fuel Management.

Q. What areas of investigation did you conduct with respect to Fuel Management?

A. I investigated the management of fuel inventory levels, variance analysis, measurement of

supplier performance, and analysis of current supplier rate structure with respect to natural

gas/diesel fuel.

Q, What did your evaluation of management of fuel inventory levels, variance analysis,

measurement of supplier performance, and analysis of current supplier rate

structure with respect to natural gas/diesel fuel reveal?

There are no coal or natural gas inventories, so the only fuel inventories are those of diesel

fuel which is a backup to natural gas for three Valencia turbines. The current inventory

level of #2 diesel for use in the Units 1, 2, and 3 is 35,000 gallons and is replenished as

needed. Variance analyses and supplier performance measurements are not conducted.

Q. What do you conclude as a result of your investigation?

Because of the nature of the Company's system, inventory controls and management are

limited to number 2 diesel. The Company's procedures for fuel inventory control are

l

1

2

3

4

5

6

7

8

9

10

13

14

15

16

17

18

19

20

21

22

23

24

25

l

A.

adequate.
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1

2

Conclusions

Q. Would you summarize your conclusions regarding your review of UNSE's Fuel and

Purchased Power policies?3

4

5

Yes. My conclusions are as follows :

6

7

8 2.

3.

1. Personnel in the fuel and power procurement area have strong skil ls and

sufficient experience to meet their responsibilities and objectives.

Job descriptions match job requirements.

9

10

13

14

15

16

4.

5.

6.

17

18

19

20

21

22

23

24

25

A.

Communications within the operations area are adequate and sutiicient as are

communication along management levels.

Personnel are adequately trained and cross trained.

Training and compliance monitoring is adequate.

The relationship between tiu el contract management and procurement could be

strengthened.

7. Documentation of fuel and power procurement is satisfactory.

8. Internal auditing procedures are inadequate.

9. Procedures for accepting gas supply offers are adequate.

10. Trading management extends to the Board of Directors level with Directors

serving on the supervisory committee.

ll. Risk management procedures are extensive and sound and are incorporated

with hedging policies.

12. Fuel management is primarily natural gas except for back-up diesel for

Valencia units and that is reasonable.

13. The Company uses a sound policy for gas commodity.

14. The hedging program is sound.
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I

15. The hedging program effectively considers trade offs between cost and

allowing Costs to fall.

16. Segregation futility and non-utility activities is adequate.

17. Modeling to predict fuel and purchased power volume and cost is sufficiently

accurate.

18. An appropriate least cost dispatch model is used.

19. Documentation is adequate for regulatory oversight.

20. The performance metrics of BMGS and Valencia demonstrate effective

operation.

21. The acquisition process for ptnchased power is adequate.

22. Electric power trading is conducted in accordance with the goal of achieving

least-cost dispatch.

. v

Recommendations

Q. What are your recommendations regarding your review of UNSE's Fuel and

Purchased Power policies?

My recommendations are as follows :

1.

2.

3.

Strengthen the relationship between fuel contract management and procurement.

Create internal auditing procedures for contract management and procurement.

The analysis of possible excess interstate pipeline capacity optimization by UNS

Gas should be extended to UNS Electric fuel procurement.

4. Hedging for gas procurement for August, September, and October should be

considered but not required. The price of risk associated with hurricane season

should be explicitly considered.

i

3

l

2

3.

4

5

6

7

8

9 .

10

11

12

13 1

14

15

16

17

18

19

20

21

22

23

24

25

26

A.
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2

3

4

15. The hedging program effectively considers trade offs between cost and

allowing costs to fall.

16. Segregation futility and non-utility activities is adequate.

17. Modeling to predict fuel and purchased power volume and cost is sufficiently

accurate.

18. An appropriate least cost dispatch model is used.

19. Documentation is adequate for regulatory oversight.

20. The performance metrics of BMGS and Valencia demonstrate effective

operation.

21. The acquisition process for purchased power is adequate.

22. Electric power trading is conducted in accordance with the goal of achieving

least-cost dispatch.

Recommendations

Q. What are your recommendations regarding your review of UNSE's Fuel and

Purchased Power policies?

A. My recommendations are as follows:

1.

2.

3.

Strengthen the relationship between fuel contract management and procurement.

Create internal auditing procedures for contract management and procurement.

The analysis of possible excess interstate pipeline capacity optimization by UNS

Gas should be extended to UNS Electric fuel procurement.

4. Hedging for gas procurement for August, September, and October should be

considered but not required. The price of risk associated with hurricane season

should be explicitly considered.
I

l

5

6

'7

8

9

10

13

14

15

16

17

18

19

20

21

22

23

24

25

26

a

1
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Q. Did the Company include expenses other than those allowed by the Commission?

I did not identify any non-permissible expenses in the PPFAC as a result of my analysis.

In addition, I asked the Company if any non-permissible expenses had been included in

the PPFAC and they assured me that none had.

Q. Docs the Company incur expenses associated with credit support for its acquisition

of wholesale power?

Yes.

Q- Did the Company remove those expenses in calculating its revenue requirement?

The Company does not offer a pro forma adjustment to remove those expenses firm its

revenue requirement. They were not included in the PPFAC for recovery.

1

2

3

4

5

6

7

8

9

10

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

Fuel and Purchased Power Policies

Q. Mr. DeConc°mi, at page l l  of his Rebuttal Testimony, suggests that Staffs

recommendation to strengthen the relationship between fuel contract management

and procurement is related to the acquisition of back-up diesel fuel for the Valencia

A.

A.

A.

units. Is this what you were referring to"

No. The recommendation is not related to diesel fuel. This recommendation is actually

corrected to the recommendation for periodic audits on the procurement of fuel and`

purchased power that l discuss on page 63 of my Direct Testimony. My review of the

Company's data request responses and my visit with Company personnel in Tucson

regarding the prudence of PPFAC procedures and policies indicate to me that the

Company's PPFAC policies and procedures are, overall, well organized and efficient.

There does appear, however, to be somewhat of a disconnect between the identification

and acquisition process of a source of purchased power and the actual procurement of the

power within the framework of each contract. In my opinion, although I did not identify
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specific problems as a result of my analysis, a periodic connection of the procurement

process and the source agreement could strengthen this area. Also, as Mr. DeConcini

noted in response to Staff data request STF 3,135, the Company had no audit reports

issued in 2007 or 2008 related to the procurement of fuel and purchased power.

Therefore, periodic audits of this relationship could serve to finrther strengthen this area.

Q. Mr. DeConcini, at page 12 of his Rebuttal Testimony, states that the Company does

not have any interstate pipeline capacity and implies that all gas procurement for the

Company is by UNS Gas- Do you agree?

UNS Electric does not have interstate pipeline capacity and, as 1 discussed in my Direct

Testimony, UNS Gas provides natural gas to the Company. However, the Company does

hedge gas, and it does this with the use of financial swing products because the acmad

physical gas is supplied by UNS Gas. When hedging, UNS Electric is hedging price risk

through the use of fixed price financial swing gas,

Q. Are there characteristics of the months of August, September, and October which

make them especially important in hedging operations involving natural gas?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

A.

A. Yes. Those months represent the hurricane season. Hurricanes in the Gulf of Mexico

disrupt the production of natural gas and can result in significant price swings. This extra

risk translates into extra hedging costs, During my visit to Tucson, UNS Electric

personnel expressed concern regarding the implication of the UNS Gas case for additional

hedging costs if hedging is required to beundertakenduring these months. Their position

was that situations could arisewherethe cost and risk relationships were such that hedging

during these months would be beneficial but there could also be situations where hedging

would not be beneficial. In light of this expressed concern, and I consider it a legitimate

concern, I made the recommendation to consider hedging, rather than require it, during

these months.
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1 Q- Dr. Fish's second recommendation is to create internal auditing procedures

2 regarding fuel and purchased power policies be created. Do you agree with this

recommendation?3

4

5

6

7

No. I believe his conclusion that procedures do not exist arises from the fact that UNS

Electric's internal audit department did not perform such an audit for the test year period.

However, the Company employs other audit procedures to ensure appropriate oversight of

the power and fuel procurement processes.

8

9

10

Q. What audit procedures do the Company utilize?

11

12

UNS Electric's internal audit department tests the controls over the acquisition of

purchased power and fuel annually as part of its responsibility to assess the effectiveness

of the Company's internal controls over financial reporting as required under Section 404

of the Sarbanes-Oxley Act of 2002.13

14

15

16

17

Q- The third recommendation proposes that the analysis of possible excess interstate

capacity optimization by UNS Gas, Inc. ("UNS Gas") should be extended to UNS

Electric fuel procurement. What is your response to this recommendation?

18

19

UNS Electric does not have any interstate pipeline capacity. UNS Gas is the provider of

natural gas to the UNS Electric power plants,

20

21

22

Q-

23

Finally, Dr. Fish recommends hedging for natural gas procurement for August,

September, and October should be considered but not required. What is your

response to this recommendation?

24

25

UNS Electric hedges gas pursuant to its hedging policy. Section 2.2.3 of this policy

specifically addresses gas procurement during these months. The policy states that

hedging is not required but should be considered during these three months.26

27

A.

A.

A.

A.

12
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1 Q. Dr. Fish's second recommendation is to create internal auditing procedures

2 regarding fuel and purchased power policies be created. Do you agree with this

3 recommendation?

4

5

6

7

No. I believe his conclusion that procedures do not exist arises from the fact that UNS

Electric's internal audit department did not perform such an audit for the test year period.

However, the Company employs other audit procedures to ensure appropriate oversight of

the power and fuel procurement processes.

8

9

10

Q. What audit procedures do the Company utilize?

12

13

UNS Electric's internal audit department tests the controls over the acquisition of

purchased power and fuel annually as part of its responsibility to assess the effectiveness

of the Company's internal controls over financial reporting as required under Section 404

of the Sarbanes-Oxley Act of 2002.

14

15 Q.

16

The third recommendation proposes that the analysis of possible excess interstate

capacity optimization by UNS Gas, Inc. ("UNS Gas") should be extended to UNS

Electric fuel procurement. What is your response to this recommendation?17

18

19

UNS Electric does not have any interstate pipeline capacity. UNS Gas is the provider of

natural gas to the UNS Electric power plants.

20

21 Q-

22

23

Finally, Dr. Fish recommends hedging for natural gas procurement for August,

September, and October should be considered but not required. What is your

response to this recommendation"

24

25

26

UNS Electric hedges gas pursuant to its hedging policy. Section 2.2.3 of this policy

specifically addresses gas procurement during these months. The policy states that

hedging is not required but should be considered during these three months.

27

A.

A.

A.

A.

12
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72

doesn't get cash flow to support their purchase of that

asset until it is in rates later. So that's the

3 difference

4 Q Is that because then there won't be any cost to

5

6

put through the PPFAC?

Correct lA.

7 Q On page 12 of the same rebuttal testimony

8 A. Okay .

9 Q

10

11

12

and also, and if you keep that and also pull

out your direct testimony at page 10, on page 12 of your

rebuttal testimony there is a question about Dr. Fish's

third recommendation. And you state on line 18 that UNS

13

14

15

16

17

Gas is the provider of natural gas to the UNS Electric

power plants. But if you look back at page 10 of your

direct, you say the company also procures natural gas

and diesel fuel for the operation of its Valencia

station and for the operation of BMGS.

18 A. I am sorry, can you point; me to specific lines

19 in the direct

20 Q Okay. On the direct it is page 10, lines 12 and

21 13 \

22 A. I

23 Q

24

am sorry, the question was?

Those seem to conflict to me, because I read

page of the rebuttal to say that UNS Electric doesn't12

25 procure the natural gas, but yet on page 10 of the

Arizona Reporting Service, Inc. www.az-reportingxom

Court Reporting 8: Videoconferencing Center
(602)274-9944

Phoenix, AZ
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1

2

direct, it looks like you say that the company does.

Yes, I think the distinction there is thatA.

3 on -- let me make sure I am referring to the right

4 testimony.

In the rebuttal?5

6

7

8

9

10

11

12

That is specifically talking

about interstate pipeline capacity as opposed to

distribution capacity. So that's, you know, the larger

pipes owned generally by third parties where you might

have capacity rights.

UNS Gas happens to purchase those types of

interstate capacity rights, whereas UniSource Electric

And that's, that's the distinction betweendoes not.

13 the two answers there

14

One we do purchase the gas but

we utilize the interstate pipeline system of UNS Gas to

15

16 Q

17

18

deliver it, if that helps.

Okay. So that word providers means basically

the transporter?

Correct.A.

19 Can you explain for me the contract that UNSE

has with UNED.

Q

20

21 I think you are asking about the Black Mountain

22 contract between UniSource Energy Development and

23 UNS Electric, is that correct?

24 Q Yes . Do you have more than one contract between

25 those to<:)°

Arizona Reporting Service, Inc. www.az-reporting.com
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A.

(602) 274-9944

Phoenix, AZ



346



1 BEFORE THE ARIZONA CORPORATION COMMISSION

2

3

COMMISSIONERS
KRISTIN K. MAYES - CHAIRMAN
GARY PIERCE
PAUL NEWMAN
SANDRA D. KENNEDY
BOB STUMP

4

5

6

7

8

9

10

11

12

IN THE MATTER OF THE APPLICATION OF ) DOCKET NO. E-04204A-0950206
UNS ELECTRIC, INC. FOR THE )
ESTABLISHMENT OF JUST AND )
REASONABLE RATES AND CHARGES )
DESIGNED TO REALIZE A REASONABLE )
RATE OF RETURN ON THE FAIR VALUE OF )
THE PROPERTIES OF UNS ELECTRIC, INC. )
DEVOTED TO ITS OPERATIONS )
THROUGHOUT THE STATE OF ARIZONA AND )
REQUEST FOR APPROVAL OF RELATED )
FINANCING. )

13

14

15 Rebuttal Testimony of
16

17 Michael J. DeConcini
18

19 on Behalf of
20

21 UNS Electric, Inc.
22

23 December 11, 2009

24

25

26

27



1 Q. Dr. Fish's second recommendation is to create internal auditing procedures

2 regarding fuel and purchased power policies be created. Do you agree with this

recommendation"3

4

5

6

7

No. I believe his conclusion that procedures do not exist arises from the fact that UNS

Electric's internal audit department did not perform such an audit for the test year period,

However, the Company employs other audit procedures to ensure appropriate oversight of

Me power and fuel procurement processes.

8

9

10

Q. What audit procedures do the Company utilize'

11

12

UNS Electric's internal audit department tests the controls over the acquisition of

purchased power and fuel annually as part of its responsibility to assess the effectiveness

of the Company's internal controls over financial reporting as required under Section 404

of the Sarbanes-Oxley Act of 2002.13

14

15

16

Q. The third recommendation proposes that the analysis of possible excess interstate

capacity optimization by UNS Gas, Inc. ("UNS Gas") should be extended to UNS

Electric fuel procurement. What is your response to this recommendation?17

18

19

UNS Electric does not have any interstate pipeline capacity. UNS Gas is the provider of

natural gas to the UNS Electric power plants.

20

21 Q.

22

23

Finally, Dr. Fish recommends hedging for natural gas procurement for August,

September, and October should be considered but not required. What is your

response to this recommendation?

24 UNS Electric hedges gas pursuant to its hedging policy. Section 2.2.3 of this policy

25

26

specifically addresses gas procurement during these months.

hedging is not required but should be considered during these three months.

The policy states that

27

A.

A.

A.

12
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1 renewable, to develop more efficient use of utilities

at the school district level.2 And then we would then

3

4

5

work with them to develop this time-of-day use that

would benefit, it would be a win/win both for the

utility and for the school districts.

6 So the first two items, we would like them to

7 We would

8 But w e

9

include in their proposal ways to do that.

certainly be willing to work with them on that.

would like them to have a plan for doing that that works

10

11

12

13

both for the company and works for the school districts.

But we definitely would like, on the time-of-use rate,

to work with them to have something that works both for

the company and works for the schools.

CALJ FARMER:14 Okay. Thank you .

15 MR. HOGAN »

16 CALJ FARMER :

17 MR u H O G A N  :

18

Judge.

Yes, Mr. Hogan.

I can help on that issue, if you

would like me to respond to it now or later.

CALJ FARMER:

I  m e a n . . .

19 Maybe both, just so it is in the

20 record, in. case someone is listening they would know.

21 MR | HOGAN : I mean Mr. Essie isn't f familiar

22 with all the dockets and everything so maybe I can be a

And I think I mentioned this in23 little more specific.

24

25

my opening comments with regard to renewable.

We would like to see UNS Electric develop a

Arizona Reporting Service, Inc. www.az-reportingxom

Court Reporting & Videoconferencing Center

(602) 274-9944

Phoenix, AZ
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1

2

3

4 't

5

6

7

8

9

10 He said it

11

schools program for inclusion in the renewable energy

implementation plan that would be filed July 1 of this

year. So that's the specific request on that proposal.

And you won see that in Mr. Essie' testimony.

with respect to energy efficiency, we would like

to see the company develop a school-specific energy

efficiency program for filing in the DSM docket within

some specified period of time.

And on time~of-use, I think, you know, I asked

Mr. DeConcini some questions about this.

would take three, I think it was, three to six months to

12 I mean supposeI

13

work to develop a time-of-use rate.

the Commission direction here might be a little more

14

15

16

open ended, but working with the school districts to

develop that time-of-use rate, either for filing later

or for filing in connection with the next rate case.

CALJ FARMER'17 Thank you . Any fur thee

18

Okay

questions for this witness?

19

20

(NO response.)

CALJ FARMER: Okay . Thank you, sir, for your

21 testimony.

THE WITNESS:22 Thank you for getting me finished

about seven minutes ahead of time23

24 CALJ FARMER 1 Thank you.

25 Let's go ahead and go off the record and we will

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting & Videoconferencing Center

(602)274-9944

Phoenix, AZ
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1 Q-

2

3

Do you have any response to Dr. Fish's Surrebuttal Testimony at pages 6-7 that (i)

there is a disconnect between identification of a source of purchased power versus

actual procurement; and (ii) recommends independent periodic audits of the

Company's procurement practices?4

5

6

Dr. Fish does not identify any specific problems so it is difficult to determine what

needs to be audited and if such an audit would be beneficial or cost effective.

7

8 Iv. RESPONSE TO SURREBUTTAL TESTIMONY OF ASBA/AASB() WITNESS

CHUCK ESSIGS.9

10

11 Q.

12

13

Mr. Essie recommends that UNS Electric make several commitments in this rate

case regarding enhanced renewable energy and energy efficiency programs for

schools within UNS Electric's service territory - including establishing a separate

14

15

16

17

18

19

20

21

22

23

24

25

26

Time-of~Use rate for schools. What is the Company's response?

Mr. Essie states that UNS Electric should make commitments similar to what APS

agreed to in its rate case settlement agreement. I reiterate our willingness to work with

ASBA and AASBO to discuss and develop appropriate programs in the future.

However, the circumstances in this case are different that the APS settlement and the

Company cannot simply capitulate to something that APS may have agreed to in order

to reach a settlement agreement. Developing appropriate programs for schools that can

be integrated into the Company's other renewable and DSM programs will take some

time and careful consideration. Including school-specific programs in the next UNS

Electric Renewable Energy Implementation Plan and DSM programs allows programs

appropriate for UNS Electric to be developed. Moreover, developing a post-rate case

school-specific time-of-use rate raises some concerns about sufficient revenue recovery

and potential cross subsidiaries.

27

A.

A.

4
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UNS Electric, Inc.'s Response to Request for
Investment Recovery Mechanism Proposals

l

During the hearings in ACC Docket No, E~04204A-09-0206, (the "UNS Electric Rate Case"), UNS

Electric, Inc. ("UNS Electric" or the "Company") was requested to investigate and propose mechanisms

for the recovery of utility investment in (i) renewable energy projects, and (ii) demand side management

and energy efficiency projects. The Company hereby submits its proposals in response to that request.

These proposals will be addressed by Mr. David G. I-lutchens, Vice President of Energy Efficiency and

Resource Planning for UniSource Energy Corporation, the parent company of UNS Electric. The

Company reserves the right to provide additional information in connection with these proposals or in

further response to questions raised during the UNS Electric Rate Case hearing. UNS Electric requests

that the Commission approve the proposals in the order to be issued in the UNS Electric Rate Case and

will propose requisite ordering language in its post-hearing brief.

I. Renewable Generation Ownership Plan.

UNS Electric proposes the "Renewable Generation Ownership Plan" (the "Plan") which will allow the

Company to invest up to $5 million of capital each year to develop Renewable Technologies (as defined

in the Renewable Energy Standard Tariff ("REST")). This Plan will aid the Company in its efforts to

diversify its renewable portfolio and meet the REST requirements of 15% retail sales from renewable

resources by 2025. The Company will also integrate the Plan projects with its "Community Renewable

Program" to be submitted in the UNS Electric 201IREST Implementation Plan.

I

The Company requests that the revenue requirement resulting from the Renewable Generation Ownership

Plan be recovered through the REST adjustor mechanism. The revenue requirement includes

depreciation, property taxes, income taxes, operating and maintenance expense and carrying costs using

the authorized weighted average cost of capital, and would be recovered through the REST adjustor

mechanism until the investment is included in base rates. The Company is not requesting funding for

Plan projects in this case. Specific projects pursuant to this Plan will be identified and presented in the

UNS Electric 2011 REST Implementation Plan.

The Company will utilize a competitive bid process for the Plan projects to ensure a fair and unbiased

procedure that will efficiently incorporate a full range of renewable resource alternatives from the

marketplace. The Company anticipates that projects constructed and owned pursuant the Plan will be

located in UNS Electric's service territory.

Page I of 2
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(58 in thousands)

2011 2012 2013 2014 Capital
Spending

`2o11 PEST (SUM of investment) $619 $581 $562 $574 $5,000
2012 REST ($5M of additional investment) $562 $I0,000

2013 REST ($5M of additional investment) $581 $15,000

2014 REST ($5M of additional investment) $619 $20,000
Total included in the REST adjuster $619 $1,200 $1,762 $2,336

Notes:
1

•

| 1 l

Amount inciudeU in the REST adjustor until included in eMs base.

Numbers assume customers bcneflt from a 30% investment tax credit in accordance with Federal tax laws

N umbers assume existing cost of kcal.

$619 $581

The following Table illustrates estimated annual Plan revenue requirements that would be recovered

through the REST adjustor mechanism:

1

II. Demand  S ide Management  and  Energy E f f ic iency Ownersh ip

P l an .

I

UNS Electric commits to submit a plan whereby the Company's demand side management and energy

efficiency investments will be recovered in a form similar to its Renewable Generation Ownership Plan.

The Company is currently exploring mechanisms and ownership options for the tangible and intangible

elements of such programs. The Company has communicated with Ralph Cavanagh in connection with

these issues and will work with Commission Staff and other interested parties to develop the components

for its proposal. The Company will file its Demand Side Management and Energy Efficiency Ownership

Plan as part of its Energy Efficiency Implementation Plan which will be tiled in connection with the

Commission's Energy Efficiency Rules.

|

Page 2 of 2
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UNS Electric, Inc.'s Response to Request for
Investment Recovery Mechanism Proposals

During the hearings in ACC Docket No. E-04204A-09-0206, (the "UNS Electric Rate Case"), UNS

Electric, Inc. ("UNS Electric" or the "Company") was requested to investigate and propose mechanisms

for the recovery of utility investment in (i) renewable energy projects, and (ii) demand side management

and energy efficiency projects. The Company hereby submits its proposals in response to that request.

These proposals will be addressed by Mr. David G. Hutehens, Vice President of Energy Efficiency and

Resource Planning for UniSource Energy Corporation, the parent company of UNS Electric. The

Company reserves the right to provide additional information in connection with these proposals or in

further response to questions raised during the UNS Electric Rate Case hearing. UNS Electric requests

that the Commission approve the proposals in the order to be issued in the UNS Electric Rate Case and

will propose requisite ordering language in its post-hearing brief.

1. Renewable Generation Ownership Plan.

UNS Electric proposes the "Renewable Generation Ownership Plan" (the "Plan") which will allow the

Company to invest up to S5 million of capital each year to develop Renewable Technologies (as defined

in the Renewable Energy Standard Tariff ("REST")), This Plan will aid the Company ill its efforts to

diversify its renewable portfolio and meet the REST requirements of 15% retail sales from renewable

resources by 2025. TheCompany will also integrate the Plan projects with its "Community Renewable

Program" tobe submitted in the UNS Electric 201 l REST Implementation Plan.
I

4

I

The Company requests that the revenue requirement resulting from the Renewable Generation Ownership

Plan be recovered through the REST adjustor mechanism. The revenue requirement includes

depreciation, property taxes, income taxes, operating and maintenance expense and carrying costs using

the authorized weighted average cost of capital, and would be recovered through the REST adjuster

mechanism until the investment is included in base rates. The Company is not requesting funding for

Plan projects in this case. Specific projects pursuant to this Plan will be identified and presented in the

UNS Electric 20] l REST Implementation Plan.

The Company will utilize a competitive bid process for the Plan projects to ensure a fair and unbiased

procedure that will efficiently incorporate a full range of renewable resource alternatives from the

marketplace. The Company anticipates that projects constructed and owned pursuant the Plan will be

located in UNS Electric's service territory.

Page 1 of 2
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($ in thousands)

2011 2012 2013 2014 Capital
Spending

201l REST ($5M of investment) $619 $581 $562 $574 $5,000

2012 REST ($5Mof additional investment) $562 $101000

2013 REST ($5M of additional investment) $581 $15,000
2014 REST ($5M of additional investment) $619 $20,000

Total included in the REST adjustor $619 $1,200 $1,762 $2,336

Notes;
s
n
l . I

Amount included in the REST adjuslnf until included in :axe base.
Numbers assumecustomers benefit from a 30% investment tax credit in accordance with Federal tax laws
Numbers.assume existingcost of c ild.

$619 $581

1

J

i

The following Table illustrates estimated annual Plan revenue requirements that would be recovered

through the REST adjustor mechanism:

11. Demand  S ide Management  and  Energy Ef f ic iency Ownersh ip

P lan .

UNS Electric commits to submit a plan whereby the Company's demand side management and energy

efficiency investments will be recovered in a form similar to its Renewable Generation Ownership Plan.

The Company is currently exploring mechanisms and ownership options for the tangible and intangible

elements of such programs. The Company has communicated with Ralph Cavanagh in connection with

these issues and will work with Commission Staff and other interested parties to develop the components

for its proposal. The Company will file its Demand Side Management and Energy Efficiency Ownership

Plan as part of its Energy Efficiency Implementation Plan which will be tiled in connection with the

Commission's Energy Efficiency Rules.

l

Page 2 off
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UNS Electric, Inc.'s Response to Request for
Investment Recovery Mechanism Proposals

During the hearings in ACC Docket No. E-04204A-09-0206, (the "UNS Electric Rate Case"), UNS

Electric, Inc. ("lens Electric" or the "Company") was requested to investigate and propose mechanisms

for the recovery of utility investment in (i) renewable energy projects, and (ii) demand side management

and energy efficiency projects. The Company hereby submits its proposals in response to that request.

These proposals will be addressed by Mr. David G. Hutchens, Vice President of Energy Efficiency and

Resource Planning for UniSource Energy Corporation, the parent company of UNS Electric. The

Company reserves the right to provide additional information in connection with these proposals or in

further response to questions raised during the UNS Electric Rate Case hearing. UNS Electric requests

that the Commission approve the proposals in the order to be issued in the UNS Electric Rate Case and

will propose requisite ordering language in its post-hearing brief

I. Renewable Generation Ownership Plan.

UNS Electric proposes the "Renewable Generation Ownership Plan" (the "Plan") which will allow the

Company to invest up to $5 million of capital each year to develop Renewable Technologies (as defined

in the Renewable Energy Standard Tariff ("REST")). This Plan will aid the Company in its efforts to

diversify its renewable portfolio and meet the REST requirements of 15% retail sales from renewable

resources by 2025. The Company will also integrate the Plan projects with its "Community Renewable

Program" to be submitted in the UNS Electric 201 1 REST Implementation Plan.

The Company requests that the revenue requirement resulting from the Renewable Generation Ownership

Plan be recovered through the REST adjustor mechanism. The revenue requirement includes

depreciation, property taxes, income taxes, operating and maintenance expense and carrying costs using

the authorized weighted average cost of capital, and would be recovered through the REST adjustor

mechanism until the investment is included in base rates. The Company is not requesting finding for

Plan projects in this case; Specific projects pursuant to this Plan will be identified and presented in the

UNS Electric 2011 REST Implementation Plan.

The Company will utilize a competitive bid process for the Plan projects to ensure a fair and unbiased

procedure that will efficiently incorporate a full range of renewable resource alternatives from the

marketplace. The Company anticipates that projects constructed and owned pursuant the Plan will be

located in UNS Electric's service territory.

Page] ofl2

c/A/66 '28



($ in thousands)

20] I 2012 2013 2014 Capital
Spending

201] REST (SSM of investment) $619 $581 $562 $574 §5,000

2012 REST($5M of additionai investment) $562 $10,000
2013 REST($5M of additional investment) $581 $15,000

2014 REST (SSM of additional investment) $619 $20,008
Total included in the REST adjustor $619 $1 ,200 $1,762 $2,336

Notes:

» O

D

•

Amount included in the REST adjustor until included in Me bass.

Numbersassume cusromcrs benefit from a 30% investment max credit in aocordancc with Federal tax laws

Numbers assume existing costof ind.

$619 $581

l
O

The following Table illustrates estimated annual Plan revenue requirements that would be recovered

through the REST adjuster mechanism:

l

H. Dem an d  S id e  Man ag em en t  an d  E m er y  E f f ic ien cy  Own er sh ip

P l an .

UNS Electric commits to submit a plan whereby the Company's demand side management and energy

efficiency investments will be recovered in a form similar to its Renewable Generation Ownership Plan.

The Company is currently exploring mechanisms and ownership options for the tangible and intangible

elements of such programs. The Company has communicated with Ralph Cavanagh in connection with

these issues and will work with Commission Staff and other interested parties to develop the components

for its proposal. The Company will file its Demand Side Management and Energy Efficiency Ownership

Plan as part of its Energy Efficiency Implementation Plan which will be tiled in connection with the

Commission's Energy Efficiency Rules.

Page 2 of 2
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UNS Electric, Inc.'s Response to Request for
Investment Recovery Mechanism Proposals

\

During the hearings in ACC Docket No. E-04204A-09-0206, (the "UNS Electric Rate Case"), UNS

Electric, Inc. ("UNS Electric" or the "Company") was requested to investigate and propose mechanisms

for the recovery of utility investment in (i) renewable energy projects;and(ii) demand side management

and energy efficiency projects. The Company hereby submits its proposals in response to that request.

These proposals will be addressed by Mr. David G. Hutchins, Vice President of Energy Efficiency and

Resource Planning for UniSource Energy Corporation, the parent company of UNS Electric. The

Company reserves the right to provide additional information in connection with these proposals or in

further response to questions raised during the UNS Electric Rate Case hearing. UNS Electric requests

that the Commission approve the proposals in the order to be issued in the UNS Electric Rate Case and

will propose requisite ordering language in its post-hearing brief

1. Renewable Generation Ownership Plan.

UNS Electric proposes the "RenewableGeneration Ownership Plan" (the "Plan") which will allow the

Company to investup to $5 million of capitaleach year todevelop Renewable Technologies(as defined

in the Renewable Energy Standard Tariff ("REST")). This Plan will aid the Company in its efforts to

diversify its renewable portfolio and meet the REST requirements of 15% retail sales from renewable

resources by 2025. The Company will also integrate the Planprojects with its "Community Renewable

Program" to be submitted in the UNS Electric 201 l REST Implementation Plan.

The Company requests that the revenue requirement resulting from the Renewable Generation Ownership

Plan be recovered through the REST adjuster mechanism. The revenue requirement includes

depreciation, property taxes, income taxes, operating and maintenance expense and carrying costs using

the authorized weighted average cost of capital, and would be recovered through the REST adjustor

mechanism until the investment is included in base rates. The Company is not requesting funding for

Plan projects in this case. Specific projects pursuant to this Plan will be identified and presented in the

UNS Electric 2011 REST Implementation Plan.

l

The Company will utilize a competitive bid process for the Plan projects to ensure a fair and unbiased

procedure that will efficiently incorporate a full range of renewable resource alternatives from the

marketplace, The Company anticipates that projects constructed and owned pursuant the Plan will be

located in UNS Electric's service territory.

l Page 1 of z

l
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($ in thousands)

2011 2012 2013 2014 Capital
Spending

2011 REST ($5M of investment) $619 $581 $562 $574 $5,000

2012 REST ($5M of additional investment) $562 $10,000

2013 REST ($5M of additional investment) $58l $15,000

2014 REST ($5M of additional investment) $619 $20,000

Total included in the REST adjustor $619 $1,200 $1,762 $2,336
Notes:

•
•
9 : I

Amount included in the REST adjuster until included in rata base,

Numbers assume customers bandit fun a 30% investment tax credit in accordance with Federal tax laws

Numbers assume existing cast of stat.

$619 $581

4
J

l

1.

I

The following Table illustrates estimated annual Plan revenue requirements that would be recovered

through the REST adjustor mechanism:

11. D e m a n d  S i d e  M a n a g e m e n t  a n d  E n e r g y  E f f i c i e n c y  O w n e r s h i p

P l a n .

I

UNS Electric commits to submit a plan whereby the Company's demand side management and energy

efficiency investments will be recovered in a form similar to its Renewable Generation Ownership Plan.

The Company is currently exploring mechanisms and ownership options for the tangible and intangible

elements of such programs. The Company has communicated with Ralph Cavanagh in connection with

these issues and will work with Commission Staff and other interested parties to develop the components

for its proposal. The Company will tile its Demand Side Management and Energy Efficiency Ownership

Plan as part of its Energy Efficiency Implementation Plan which will be filed in connection with the

Commission's Energy Efficiency Rules.

I

I

I

\

\

\
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1

2

3

4

5

6

7

8

9

But most importantly, I think this plan will

increase both the pace and the viability of cost effective

renewable energy development in Arizona. The company

requests that the revenue requirements resulting from the

renewable generation ownership plan will be recovered

through a REST adjustor mechanism. The company is not

requesting any funding for these projects in this case.

Specific projects and costs pursuant to this plan

will be identified and presented in UNS Eiectric ' s future

10 REST implementation plans . The company is committed to

11

12

13

14

15

using a competitive procurement process to ensure a fair

and unbiased procedure that will efficiently incorporate a

full range of cost effective renewable resources from the

marketplace, The company anticipates that the projects

entered into under this plan will be located in UNS

16

17

Electric's territory.

On the DSM and energy efficiency front, we're not

18 The

19

nearly as f Ar along as we are on the renewable .

ownership options are not quite as clear-cut as renewable

20 However, currently, we're

21

22 programs |

23

energy generation options.

exploring some mechanisms and ownership options for these

it's going to take us some additional time and

research to develop workable business models. However, we

24 commit to submit a plan whereby the compare=y's demand-side

25 management and energy efficiency investments will be

Arizona Reporting Service, inc. www.az-reporting.coln

Court Reporting & Videoconferencing Center

(602) 274-9944

Phoenix, AZ
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1

2 r a t e s  Q

We would ultimately want to get that into base

But in order to be able to recover it between rate

3

4

cases, we would want to recover that through the REST

surcharge.

5 Q

6

7

So that might be a

That's an awfully big amount to put through the

REST surcharge for a small company, isn't it?

No, it's not. It's 600,000 out of almost aA.

8

9

So it's not that much, because we're

We're not doing the

10 We're just doing the

11

12

13

14

15

16

17

18

$9 million budget.

only putting the revenue requirement.

REST expense for the whole project.

annual revenue requirement on it.

And so if you looked at if you kind of put

those -- the proposals that you have thrown out there

together, if you put some of the existing, some or all,

whatever is decided, of the existing REST funds into rate

base, and then now you just have this little rider that

goes between rate cases for things such as this program,

then it's a much smaller number in the REST funds.

19 Okay .

20

And then can you do the same calculation

with regard to your energy efficiency adjustor mechanism

21 and programs?

22 A. Yes, we can do that.

23 Q. You mentioned, just out of curiosity, the idea of

24

25

behavioral DSM programs, or I guess sort of, I don't know,

non-programmatic DSM measures.

Arizona Reporting Service, inc. www.az-reportingxom

Court Reporting & Videoconferencing Center

A.

Q.

(602)274-9944
Phoenix, AZ
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DOCKET no, E-01345A-09-0338YN THE MATTER OF ARIZONA PUBLIC
SERVICE COMPANY'S APPLICATION
FOR APPROVAL OF ITS AZ. SUN
PROGRAM DECISION NO.

ORDER

7 1 5 0 2

Open Meeting
March 2 and 3, 2010
Phoenix, Arizona

FINDINGS OF FA.CT 1

I. Background

7

8

9

10

I 1

12

13

14

15 BY THE COMMISSION:

16

17

I g Arizona Public Service Company ("APS" or "Company") is certificated lo provide

19 electric service as a public ser/ice corporation in the State otlArizona.

20 On July 1, 2009, APS filed its application for approval of its 2010 Implementation

21 Plan ("Plan") pursuant to the Renewable Energy Standard and Tarif f  ("REST") Rules. A

22 Supplement to the Plan tiled by the Company on October 16, 2009 included the proposed AZ Sun

23 Program ("Program"), a large investment in APS-owned photovoltaic ("PV") solar generating

24 facilities.

25 Although the Commission approved the 2010 Implementation Plan with

26 modification, the Commission's Order provided the following wide respect to the Program: "Staff

27 has recommended that a decision on the AZ Sun Program be deferred to no later than the February

28

2.

1.

3.

r



Page 2 Docket No. E-01345A-09~0338

1 2010 Open Meeting in order to more thoroughly analyze the issues related to this Program." Staff

recommends approval of the AZ Sun Program subject to conditions discussed herein,2

3 ll. The AZ Sun Program

4

5

6

8

9

10

11

4. AZ Sun is a new part of APS' overall renewable strategy that the Company states

will focus on accelerating the development and commercial operation of solar generation resources

through utility ownership. Today APS"renewable portfolio consists primarily of Power Purchase

7 Agreements ("PPAs") for renewable resources. The Company states that this is partially a

function of the fact that utilities were prohibited from taking the Investment Tax Credit on

renewable generation investments. The federal tax laws enacted on October 3= 2008 (as part of the

Emergency Economic Stabilization Act of 2008) removed this prohibition.

5. APS points out that utility~owned solar projects offer several benefits:

' Ecoiiomies of scale and associated volume discounts.12

i 13 Placement of resources where they will benefit the distribution system the most.

a Inveshnent tax credits and accelerated tax deprecation that can reduce revenue
requirements.

I
I Easier financing supported by the Company's balance sheet-

No imputed debt related to PPAs.

14

15

16

17

18

19

20

Increased certainty that projects will go forward.

I

6. APS states that solar PV is now more suitable for ownership because the systems

21 can be installed quickly as compared to other types of /generation resources. Further, the various

22 solar PV technologies themselves are more mature, and costs have come down making solar

23 systems more economically attractive.

24 7. APS also states that these systems are the most versatile of the utility-scale

25 generation technologies as they can be designed to consider various shapes and sizes of available

26 land, can be located in the Company's distribution system where feeders are close to capacity or

27 where transmission congestion may be an issue, and can also be scaled to meet the resource resects

28 of the area in which they are situated.

1
I

I

Decision No. 71502

n
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W Page 3 Docket No. 18-01345A.09_0338

l
1 8.

2

3

4

5 9.

6

7

8

9

APS anticipates the facilities would be groundonounted solar PV systems. APS

states that ground mounted PV systems can be properly aligned with the available sunlight in order

to maximize system production. According to APS, the program may also include utility scale

systems located on customer premises, thereby qualifying as distributed energy.

In response to a Staff Data Request, the Company states that it views "utility-scale"

generating resources to be those with an energy output designed to broadly serve the Company's

customer load. "Utility-scale" resources are not necessarily defined to be a specific size, but rather

can be developed at any appropriate size, given a range of resource planning and site specific

needs and characteristics, "Utility scale" according to the Company, defines a purpose, rather than

10 a size. As part of the implementation of the AZ Sun Program, APS states that it anticipates utility-

11 scale photovoltaic installations ranging in size from 10 MW to 25 MW.

10.

I

I

12 As proposed, APS plans to develop 25 MW a year in each of 2011, 2012, 2013 and
F

13 2014, The Company may accelerate development of this capacity if it is reasonable to do so.

14 11.

15

16

17

Overall, the AZ Sun program entails a capital investment of approximately $500

million to be made in years 2010 through 2014 to develop the 100 MW of solar generation

capacity. This is based on an average solar PV capital cost of $5.00 per watt and would require an

investment of $125 Milli-mi for each 25 MW increment of solar resources. The cost of the actual

18

19

20

systems deployed will be based on competitive procurement processes, and will likely vary with

the size of system facilities. Smaller systems tend to be a greater per-unit cost, while larger sized

systems cost less due to economies of scale. APS expects to acquire the resources through a

11
I

I
i 22 12.

23

24
I

I

f |'

25

26 gr..

27

competitive 'procurement processes beginning in 2010.

APS states that approval of this Program will allow the Company to install these

resources quickly and efficiently without additional regulatory filings.

13. The Company's 201 1 Implementation Plan will contain the details of the AZ Sun

Program capital investments for at least the first year of the program.

Cost Recovery

APS is proposing that revenue requirements for the AZ Sun Program including

income taxes, depreciation, property taxes, and O&M expenses and financing costs using the then-

14.

I

28
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1 currently authorized cost of capital, would be recovered through the RES adjustor until the

3

2 investment is included in base rates or another recovery mechanism.

15. The revenue requirement that APS calculates for each annual $l25 mil l ion

4 investment is estimated to be $16.1 million in the First year of operation, declining each year over

5 the life of the facilities, like a typical utility investment. APS states that the revenue requirement

6 for each 25 MW increment declines each year to $5.2 million in the fined year of its life and totals

7 $256 million over the 30-year life of the facilities. The annual amounts would be recovered

8 through the RES surcharge until the investment is included in base rates or another recovery

9 mechanism. APS further states that iii ll development of the 100 MW through the AZ Sun Program

10 will require cumulative revenue requirements over 30 years of approximately St .024 billion. This

11 amount would be the sum of the revenue requirements for the four 25 MW increments that have a

12 cumulative revenue requirement of $256 million each.

in.13 Staff Data Request 1.1 asked the Company its position on the appropriateness of

14 establishing an above market cost for utility-owned projects such as the Program, which is similar

15 to the methodology used for PPAs. APS replied that for a PPA, "market" costs are recovered

16 through a combination of the base fuel rate and the Power Supply Adjuster {"PSA"), while above

l'? market costs are recovered through the RES adjustor. The combination of the three inechanisms

18 results in full recovery of the PPA cost for APS .

19 17. For aN APS-owned project such as the Program, APS states that it would finance

20 the cost of the asset through a combination of debt and equity and incur ownership costs such as

property taxes, depreciation and operation and maintenance expenses. The costs cannot be

22 recovered in base rates until APS' next general rate ease unless the PSA mechanism is modified to

23 recover more than fuel and purchased power costs. APS states the easiest and most appropriate

24 way of recovering the revenue requirement costs of the AZ Sun Program between general rate

25 cases is through the RES adjustor mechanism. APS believes that allowing for full recovery of

26 costs between rate cases through the RES adjustor will put utility ownership on the same footing as

21

27 PPAS, which was the intent of Section l 5.'t of the Settlement Agreement ("SA") approved in

28
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1

I
I 3 18.

5

6

Decision No. 71488. APS further states that without this timely recovery of costs, APS likely

2 could not finance its ownership of renewable generation projects.

In Decision No. 71488, the Commission approved the SA between the parties in the

4 Company's last rate case. Section XV of the SA involved additional commitments by the

Company to invest in renewable energy projects. APS witness Lockwood testified that the new

renewable resources required by the SA are in addition to existing resources or commitments as of

7 the end of 2008 as identified in APS' 2008 annual RES Compliance Report.

Subsection 15.7 of the SA provides in part as follows:8

9

19.

10

11

12

All reasonable and prudent expenses incurred by APS pursuant to this
Section of the Agreement shall be recoverable through the Power Supply
Adjustor, a renewable energy adjustment mechanism, or the Transmission
Cost Adjustor, as appropriate. To encourage least cost renewable resources
to benefit customers, these expenses would also include the capital conying
costs of any capital investments by APS in renewable energy projects
(depreciation expenses at rates established by the Commission, property
taxes, and return on both debt and equity at the pre-tax weighted average cost
of capital).13

14 Staff believes that the Company's proposals are consistent with the SA, subject to

15 the understanding that the reasonableness and prudence of such costs shall be determined at the

16 Company's next rate case, and that the Company shall be required to refund any amounts that are

17 determined to be unreasonable or not prudent.

18 21, APS notes that resources under this program are not l ikely to commence

19 commercial operation until 201 l. As such, the requested 2010 RES adjuster does not include any

20 amounts for the AZ Sun Program revenue requirements.

22. APS states that it will include an updated budget for this Program in its 2011

20.

iI

23 23.

24

25

26 IV.

27 24.

28

Implementation Plan as specific resources are identified,

APS states that explicit support for the investment and assurance of cost recovery in

this docket, however, will provide the commitment necessary for APS to attract viable projects and

successiiilly arrange the financing necessary for this Program to be successful.

Renewable Energy Standard Rules

APS has indicated that some Program facilities may be located on nonresidential

customer premises, thereby qualifying as a Distributed Energy ("DE") project,

21

22
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1

2

3

5

25. The Commission, however, recently ruled, in Decision No. 71459 which stated "IT

IS FURTHER ORDERED that Arizona Public Service Company shall be, consistent with the

Renewable Energy Standard rules, prohibited from utilizing utility-owned facilities for purposes of

4 meeting the non-residential portion of its distributed generation requirement."

26. Staff has recommended that the Commission f ind that the renewable energy

6 produced by utility-owned Program facilities not count toward compliance with the non-residential

portion of the distributed renewable energy requirements of the RES Rules.7

27. In response to a Staff Data Request, APS states that it plans to install only utility-

9 scale photovoltaic generating resources as part of the Program. It is Staffs understanding that

10 APS does not propose to develop any facilities for purposes of meeting the residential portion of

11 its distributed energy requirement through the Program.

8

I
|

s

I

I

12 v .

13

StaIlfReeommendations

28. Staff has recommended that APS' AZ Sun Program be approved by the

14 Commission as discussed herein.

I

I

15 29. Staff has recommended that the Commission f ind that the allocation of RES

16 funding for the return, income taxes, depreciation, property taxes, and O&M expenses of the AZ

17 Sun Program, until the Company's next rate case, as proposed by APS is appropriate and

18 reasonable.

22

23

19 30. Staff has recommended that the reasonableness and prudence of those costs be

20 examined during the Company's next rate case and that any costs determined not to be reasonable

21 and prudent be refunded by the Company.

31. Staff has recommended that the Commission f ind that the renewable energy

produced by utility-owned Program facilities does not count toward compliance with the non-

24 residential portion of the distributed renewable energy requirements of the RES Rules.

32. While the Commission believes that utility ownership of renewable energy projects

26 can be beneficial to both the Company and its customers, we are also mindful of the benefits that

27 accrue from renewable energy produced by independent power providers. As The Vote Solar

28 Initiative noted in its comments filed in this docket, independently produced and locally sited solar

25

I
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generation has the potential to ease transmission bottlenecks on a utility's system, thereby

2 lowering costs for rate a ere associated with incremental new generation and distributiong p y g

1

3 infrastructure. Providing an opportunity for independent power providers to assist utilities in

4 meeting the RES also brings an element of competition to the RES programs and could leverage

5 private capital in a way that lowers the cost of renewable energy over time. It is today unclear

6 whether uti l i ty-owned solar wil l  ult imately prove less expensive than solar produced by

7 independent power providers, and by pairing utility-owned solar projects with projects provided by

8 developers, the Commission will be able to compare the costs of these projects on a levelized cost

9 of energy basis.

ro 33.

11

12

13

14

Therefore, we bel ieve that APS should be required to develop a plan for

Commission consideration to procure at least 25 megawatts of solar from independent power

providers, in addition to the 100 megawatts that are being approved in this Order. Additionally,

we believe that because the 25 megawatts would be procured generation, the costs associated with

the 25 megawatts would be el igible for recovery through the Company's Power Supply

15 Adjustment mechanism. The Company should make a proposal for the 25 megawatts using the

16 Company's Small Generation Pilot Program. We will require APS to make such proposals as part

17 of its 2011 REST Implementation Plan.

18 VI.
I

Discussion

34. The Commission believes that it is appropriate, at this time, Te approve the

20 Company's proposed cost recovery as recommended by Staff for only the first 50 megawatts of

21 utility~scale solar at issue in this application. The specifics of the cost recovery mechanisms

19

23

24

25

22 associated with the remaining 50 megawatts should be addressed in the Company's next rate case.

Specifically, we believe that in the Company's next rate case, a mechanism should be considered

that would allow APS to recover the costs, consistent with Section 15.7 of the Settlement

Agreement, associated with the remaining 50 megawatts. Examples of possible mechanisms may

include:26

27 Revisions to APS' Power Supply Adjustor ("PSA") to allow the costs Lo be flowed
through the PSA, or

28
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1

2

3

4

An adjustment mechanism that would allow APS to include the plant costs associated
with these 50 megawatts in rate base following Staff' tiling of a memorandum in the
rate case docket verifying that the plant has been placed into service. The Company's
base rates would then be increased accordingly to allow the recovery of the costs
associated with this plant. The rate increase would be effective for service rendered
beginning the f i rst day of  the month fol lowing the t i l ing of  Staf fs veri f ication
memorandum.

5

6

7

8

CONCLUSIONS OF LA_w_

APS an Arizona public serv ice corporation within the meaning of Article XV,

Section 2 of the Arizona Constitution.

The Commission has jurisdiction over APS and over the subject matter of the

I
I.I

9 2.

10 application,

I 1 I The Commission, having reviewed the application and Staffs Memorandum dated

12 February 10, 2010, concludes that it is in the public interest to approve the AZ. Sun Program, as

discussed herein.13

14
I

t

ORDER

15 IT IS THEREFORE ORDERED that Arizona Public Service Company's AZ Sun Program

16 be and hereby is approved as recommended by Staff, except as modified as discussed in Section

VI of this Order and delineated in the following ordering paragraph.

IT IS FURTHER ORDERED that in Arizona Public Service Company's next rate case, the

19 Commission shall determine the cost recovery mechanism, consistent with Section 15.7 of the

20 Settlement Agreement, for the second 50 megawatts of the AZ Sun Program that may include the

17

18

21 following examples L

22

23

1 A modification to Arizona Public Service Company's Power Supply Adjustor that
would allow the costs to be flowed through the Power Supply Adjustor, or

24 •

25

26

27

Establishment of a mechanism that would allow Arizona Public Service Company to
include the plant costs associated with these 50 megawatts in rate base following Staffs
19ling of a memorandum in the rate case docket verifying that the plant has been placed
into service, Arizona Public Service Company's base rates would then be increased
accordingly to allow the recovery of the costs associated with this plan. The rate
increase would be effective for service rendered beginning the first day of the month
following the filing of Staffs verification memorandum.

28

I
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I

file the proposals as part of the Company's 2011 REST Implementation Plan, and possibly using

P

1 IT IS FURTHER ORDER that Arizona Public Service Company shall develop proposals to

2 procure at least 25 megawatts of solar (these 25 megawatts are above and beyond the 100

3 megawatts in the Company/'s proposed AZ Sun Program) from independent power providers and

4

5 Arizona Public Service Company's Small Generation Pilot Program.

6 IT IS FURTHER ORDERED that this Decision shall become effective immediately.

7 I

8

9

10

BY THE ORDER OF THE ARIZONA CORPORATION COMMISSION

|| (4

12
vv

* 4 COMMISSIONER / K, COMMISSIDNE

l

IN W ITNESS W HEREOF, I ,  ERNEST G. JOHNSON,
Executive Director of the Arizona Corporation Commission,
have hereunto, set my hand and caused the official seal of

3, be affixed at the Capitol, in the City of
/7 day of /M 1£/7 ,20}0.

this Commission t
Phoenix, this

ERN . JOH ON / *
EXECUTIVE DIRECTOR

l
DISSENT:

I
I

13 comm1ss1o14ER

14

15

16

U

18

19

20

21

22

23 DISSENT:

24 SMO:JJP:Ihm\WVC

25

26

27

28

1
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A. Y e s

2 Q

3

4

What are you proposing in this ownership plan

over and above what you have already committed to in

filings with the Commission

5 This is all incrementally new commitments that

6

7 Q

8

we're making.

In Paragraph 2, you talk about the revenue

requirement to be recovered through the REST adjustor,

9 correct?

10 y e s

Q

12

13

14

15

Is tee recovery of the revenue requirement there

modeled of tar the APS settlement aqreement°

It is not necessarily modeled after the APS

settlement agreement, but I believe it has nearly the

same, if not exactly the same, recovery items that APS is

16 requesting in their AZ Sun program.

17 Q

18

Can you tell me how your REST adjustor mechanism

currently works?

19 A.

20

The REST adjustment mechanism works by recovering

the costs of the above-market portion of renewable energy

21

22

23

purchases made by the company. It also recovers things

such as up-front incentives that are paid for on smaller

residential and small commercial installations. So

24 there's a couple of different sort of mechanisms or

25 buckets of money that get put into that REST adjustment,

Arizona Reporting Service, Inc. www.az-reporting.com

Court Reporting 8: Videoconferencing Center

A.

A.

A.

(602) 274-9944

Phoenix, AZ
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UNS Electric, Inc.'s Response to Request for
Investment Recovery Mechanism Proposals

During the hearings in ACC Docket No. E_04204A-09_0206, (the "UNS Electric Rate Case"), UNS

Electric, Inc. ("UNS Electric" or the "Company") was requested to investigate and propose mechanisms

for the recovery of utility investment in (i) renewable energy projects, and (ii) demand side management

and energy efficiency projects. The Company hereby submits its proposals in response to that request.

These proposals will be addressed by Mr. David G. Hutchens, Vice President of Energy Efficiency and

Resource Planning for UniSource Energy Corporation, the parent company of UNS Electric. The

Company reserves the right to provide additional information in connection with diesel proposals or in

fiirther response to questions raised during the UNS Electric Rate Case hearing. UNS Electric requests

that the Commission approve the proposals in the order to be issued in the UNS Electric Rate Case and

will propose requisite ordering language in its post-hearing brief.

1. Renewable Generation Ownership Plan.

UNS Electric proposes the "Renewable Generation Ownership Plan" (the "Plan") which will allow the

Company to invest up to $5 million of capital each year to develop Renewable Technologies (as defined

in the Renewable Energy Standard Tariff ("REST")). This Plan will aid the Company in its efforts to

diversify its renewable portfolio and meet the REST requirements of 15% retail sales from renewable

resources by 2025. The Company will also integrate the Plan projects with its "Community Renewable

Program" to be submitted in the UNS Electric 201 i REST Implementation Plan.

The Company requests that the revenue requirementresultingfrom the Renewable Generation Ownership

Plan be recovered through the REST adjustor mechanism. The revenue requirement includes

depreciation, property taxes, income taxes, operating and maintenance expense and carrying costs using

the authorized weighted average cost of capital, and would be recovered through the REST adjustor

mechanism until the investment is included in base rates. The Company is not requesting funding for

Plan projects in this case. Specific projects pursuant to this Plan will be identified and presented in the

UNS Electric 201 I REST Implementation Plan.

The Company will utilize a competitive bid process for the Plan projects to ensure a fair and unbiased

procedure that will efficiently incorporate a full range of renewable resource alternatives from the

marketplace. The Company anticipates that projects constructed and owned pursuant the Plan will be

located in UNS Electric's service territory.

Page 1 of z



($ in thousands)

201 1 2012 2013 2014 Capital

Spending
2011 REST ($5M of investment) $619 $58! $562 $574 $5,000
2012 REST ($5M of additional investment) $562 $10,000
2013 REST ($5M of additional investment) $581 $15,000
2014 REST ($5M of additional investment) $619 $20,000
Total included in the REST adjustor $619 $1,200 $1,762 $2,336

Notesl

9

•

Amount included in the REST adjustor until included in rate base.

Numbers as ume customers benefit from a 30% investment lax credit in accordance with Federal lax laws
Numbers assume existing cost of capital.

$619 $581

The following Table illustrates estimated annual Plan revenue requirements that would be recovered

through the REST adjustor mechanism:

11. D e m a n d  S i d e  M a n a g e m e n t  a n d  E n e r g y  E f f i c i e n c y  O w n e r s h i p

Plan.

UNS Electric commits to submit a plan whereby the Company's demand side management and energy

efficiency investments will be recovered in a font similar to its Renewable Generation Ownership Plan.

The Company is currently exploring mechanisms and ownership options for the tangible and intangible

elements of such programs. The Company has communicated with Ralph Cavanagh in connection with

these issues and will work with Commission Staff and other interested parties to develop the components

for its proposal. The Company will file its Demand Side Management and Energy Efficiency Ownership

Plan as part of its Energy Efficiency Implementation Plan which will be filed in connection with the

Commission's Energy Efficiency Rules.
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UNS Electric, Inc.'s Response to Request for
Investment Recovery Mechanism Proposals

During the hearings in ACC Docket No. E-04204A_09_0206, (the "UNS Electric Rate Case"), UNS

Electric, Inc. ("UNS Electric" or the "Company") was requested to investigate and propose mechanisms

for the recovery of utility investment in (i) renewable energy projects, and (ii) demand side management

and energy efficiency projects. The Company hereby submits its proposals in response to that request.

These proposals will be addressed by Mr. David G. Hutchins, Vice President of Energy Efficiency and

Resource Planning for UniSource Energy Corporation, the parent company of UNS Electric. The

Company reserves the right to provide additional information in connection with these proposals or in

further response to questions raised during the UNS Electric Rate Case hearing. UNS Electric requests

that the Commission approve the proposals in the order to be issued in the UNS Electric Rate Case and

will propose requisite ordering language in its post-hearing brief.

I. Renewable Generation Ownership Plan.

UNS Electric proposes the "Renewable Generation Ownership Plan" (the "Plan") which will allow the

Company to invest up to $5 million of capital each year to develop Renewable Technologies (as defined

in the Renewable Energy Standard Tariff ("REST")). This Plan will aid the Company in its efforts to

diversify its renewable portfolio and meet the REST requirements of 15% retail sales from renewable

resources by 2025. The Company will also integrate the Plan projects with its "Community Renewable

Program" to be submitted in the UNS Electric 2011 REST Implementation Plan.

The Company requests that the revenue requirement resulting from the Renewable Generation Ownership

Plan be recovered through the REST adjustor mechanism. The revenue requirement includes

depreciation, property taxes, income taxes, operating and maintenance expense and carrying costs using

the authorized weighted average cost of capital, and would be recovered through the REST adjustor

mechanism until the investment is included in base rates. The Company is not requesting funding for

Plan projects in this case. Specific projects pursuant to this Plan will be identified and presented in the

UNS Electric 2011 REST Implementation Plan.

The Company will utilize a competitive bid process for the Plan projects to ensure a fair and unbiased

procedure that will efficiently incorporate a full range of renewable resource alternatives from the

marketplace. The Company anticipates that projects constructed and owned pursuant the Plan will be

located in UNS Electric's service territory.
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(S in thousands)

2011 2012 2013 2014 Capital

Spending
2011 REST ($5M of investment) $619 $581 $562 $574 $5,000

2012 REST ($5M of additional investment) $562 $10,000

20]3 REST ($5M of additional investment) $581 $15,000

2014 REST ($5M of additional investment) $619 $20,000

Total included in the REST adjustor $619 $1,200 $1,762 $2,336

Notes:
U Amount included in the REST adjustor until included in rate base.

Numbers assume customers benefit from a 30% investment tax credit in accordance with Federal tax laws
Numbers assume existing cost of capital.

$619 $581

The following Table illustrates estimated annual Plan revenue requirements that would be recovered

through the REST adjustor mechanism :

11. Demand Side Management and Energy Efficiency Ownership

Plan.

UNS Electric commits to submit a plan whereby the Company's demand side management and energy

efficiency investments will be recovered in a font similar to its Renewable Generation Ownership Plan.

The Company is currently exploring mechanisms and ownership options for the tangible and intangible

elements of such programs. The Company has communicated with Ralph Cavanagh in connection with

these issues and will work with Commission Staff and other interested parties to develop the components

for its proposal. The Company will file its Demand Side Management and Energy Efficiency Ownership

Plan as part of its Energy Efficiency Implementation Plan which will be filed in connection with the

Commission's Energy Efficiency Rules.
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